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SECURITIES LENDING IN RETIREMENT 
PLANS: WHY THE BANKS WIN, EVEN WHEN 
YOU LOSE 


WEDNESDAY, MARCH 16, 2011 

U.S. Senate, 

Special Committee on Aging, 

Washington, DC. 

The Committee met, pursuant to notice, at 2:02 p.m. in Room 
SH-216, Dirksen Senate Office Building, Hon. Herb Kohl, Chair- 
man of the Committee, presiding. 

Present: Senators Kohl [presiding], Manchin, Blumenthal, and 
Corker. 

OPENING STATEMENT OF SENATOR HERB KOHL, CHAIRMAN 

The Chairman. Good afternoon. I would like to welcome our wit- 
nesses and welcome everyone attending today’s hearing. 

In recent years, most workers have seen their savings take a hit, 
leaving many to wonder if they will ever be able to retire. The gap 
between what Americans will need in retirement and what they 
will actually have saved is estimated to be a staggering $6.6 tril- 
lion. 

Now more than ever we need to strengthen and protect our pen- 
sion and 401(k) systems. That is why we are examining securities 
lending within retirement plans. 

In simple terms, securities lending is when a plan lends some of 
its stocks and bonds to a third party in exchange for cash as collat- 
eral that is then reinvested. Many plans participate in securities 
lending to generate a little extra revenue. For many years, it 
seemed that there were only benefits to these arrangements for all 
sides. The economic downturn showed that securities lending is not 
a free lunch. 

It was upsetting to hear reports about some 401(k) participants 
actually losing money within their 401(k) accounts due to these 
practices. Some employers were restricted from accessing their 
worker’s retirement savings in investments that lent securities. 
This is troubling because employers are required by law to be able 
to change the investment options offered in their 401(k) plans. 

Securities lending is a complex financial transaction that goes on 
every day, often without employers and employees even knowing it 
is going on within their plans. And if they are aware, many do not 
understand the added risk, and ultimately that risk lies with 
401(k) participants because banks share the cash collateral profits, 
but not the losses, so the banks always win. 

( 1 ) 
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Last November, this committee began an investigation of the se- 
curities lending market, which is being released today. We sur- 
veyed employers that sponsored the 30 largest 401(k) plans, and 
found that all had at least one investment option that engaged in 
securities lending at some time in the previous five years. However, 
after the downturn, five of these employers stopped participating in 
securities lending. The committee also surveyed the seven largest 
banks in the securities lending market. In 2010, these seven banks 
provided services to 570 different employer-sponsored plans with a 
total of roughly $1.3 trillion in assets. 

I hope today’s hearing and our committee report will shed some 
light on securities lending within retirement plans, and the bene- 
fits and the risk associated with it. 

We’ll start our hearing with a review of the findings of a new 
GAO report showing that securities lending is not widely under- 
stood by employers or workers. We’ll then hear experts on securi- 
ties lending and the reason why employers are reconsidering their 
participation in securities lending within their 401(k) plan. Finally, 
we’ll hear from one of the major providers of securities lending 
services. 

We thank you all again for being here today. We look forward to 
your testimony and a productive dialogue. 

And at this point, we’ll turn to my colleague, the ranking mem- 
ber, Senator Corker. 

STATEMENT OF SENATOR CORKER 

Senator Corker. Thank you, Mr. Chairman, and thanks for call- 
ing this meeting. And to all of you who are going to educate us 
here in just a moment, we thank you for being here, and looking 
forward to your testimony. 

We are here today to talk about securities lending and 401(k) 
plans and the events that occurred during the crisis of 2008. 

Because of liquidity constraints in the marketplace, gates were 
put in place essentially to protect people from having immediate 
access to funds being held in 401(k) plans. And unfortunately some 
people did not understand why they could not access their funds 
when they wanted to. 

Defined contribution plans are taking over as a major source of 
revenue for our retiring Americans, and so it is important to under- 
stand how they work in a properly functioning marketplace, and 
also to understand what happened during the financial crisis to un- 
derstand what may or may not have gone wrong. 

As is typical in the aftermath of a financial crisis, the industry 
has improved. The leading agents and collateral managers have 
largely self-adjusted since the crisis. They have learned to adjust 
client investment objectives in collateral so that they are more liq- 
uid, less exposed to interest rate and credit risk by using more con- 
servative investment models. 

One of the things we need to be careful about is not to overregu- 
late, but to preserve competition and choice in retirement savings 
plans for beneficiaries. If we overregulate, there is a danger that 
the only options for beneficiaries will be lower yielding options. And 
there is always risk obviously involved when you try to seek those 
higher returns. 
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A better informed consumer is good, but we need to make sure 
that we are not just piling on more disclosures that consumers do 
not understand or read. We need to make sure that we are not 
needlessly regulating where the market is already corrected or 
where other laws and rules may be already addressing concerns. 
More disclosure is not always better, but certainly more meaningful 
disclosure could be very good. 

I am here today to learn from the witnesses testifying before us. 
I look forward to reading the majority report on securities lending. 
I think it is being released right now, as a matter of fact. 

I urge all of us to take time to consider the majority’s report, the 
GAO report, being publicly released today, as well as all of the 
laws we recently passed as part of the Dodd-Frank Wall Street Re- 
form and Consumer Protection Law. 

Securities lending may pose risk, but it can increase yield. So let 
us be careful about how we proceed forward in order to preserve 
competition in the marketplace, allow functioning markets to flour- 
ish, and promote choice for all participants. 

And, again, thank all of you for being here. 

The Chairman. Thank you very much. Senator Corker. 

Our first witness today will be Charlie Jeszeck, who is acting di- 
rector in the Government Accountability Office, Education, Work- 
force and Income Security team. Throughout his 26-year career at 
GAO, Mr. Jeszeck has focused on health care, unemployment insur- 
ance, private pensions, and social security. 

Next, we will be hearing from Anthony Nazzaro, who is principal 
of A. A. Nazzaro Associates, a securities lending manager and con- 
sulting firm in operation since 1987. Mr. Nazzaro has worked in 
the securities lending industry for 35 years. 

The third witness will be Ed Blount, Executive Director of the 
Center for the Study of Einancial Market Evolution. The organiza- 
tion works with practitioners, academics, trade groups, and regu- 
lators to analyze practices in capital market sectors that have de- 
veloped ahead of formal disclosure and reporting standards. 

The fourth witness today will be Allison Klausner. Ms. Klausner 
is the Assistant General Counsel-Benefits for Honeywell Inter- 
national. Ms. Klausner is responsible for legal matters relating to 
employee benefits at Honeywell within the United States and also 
worldwide. 

Einally, we will be hearing from Steve Meier, Chief Investment 
Officer, Global Cash Management, for State Street Global Advisors. 
Mr. Meier joined State Street in 2003. He has more than 27 years 
of experience in the global cash and fixed income markets. 

We thank you all for being here today. And we will start with 
you, Mr. Jeszeck. 

STATEMENT OF CHARLES JESZECK, ACTING DIRECTOR, EDU- 
CATION, WORKFORCE AND INCOME SECURITY, GOVERN- 
MENT ACCOUNTABILITY OFFICE, WASHINGTON, DC 

Mr. Jeszeck. Mr. Chairman and members of the committee, 
thank you for inviting me here today to discuss the practice of se- 
curities lending with cash collateral reinvestment. My comments 
will focus on how these transactions occur in the context of 401(k) 
plans. While this practice appears to be an easy way for plans to 
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make money, these transactions are complex and pose challenges 
both to plan sponsors and participants. 

Before I continue, it is important to note that 401(k) plans are 
now the dominant retirement savings plan in the United States 
with over 49 million participants and plan assets of $2.8 trillion. 
In our view, to foster national retirement security in the 401(k) 
model, both sponsors and participants, at a minimum, need to have 
the information necessary to enable sound, prudent decision mak- 
ing. 

Securities lending in 401(k) plans is a transaction where assets 
held in 401(k) investment options are lent to third parties, typically 
in return for cash, which is held as collateral. The idea is that by 
reinvesting this cash, greater returns can be earned for plan par- 
ticipants. 

Many 401(k) investments that engage in securities lending pool 
their money into commingled or pooled accounts. These accounts 
are designed to combine assets of unrelated plans to facilitate di- 
versification and gain the cost advantages of larger plans. While 
larger 401(k) plan sponsors may maintain separate investment ac- 
counts and can choose directly to participate in securities lending, 
it is the commingled account manager, not the plan sponsor, that 
makes that decision for commingled funds. 

The figure to my left provides a basic example of a securities 
lending transaction with a commingled account. First, a plan spon- 
sor sends contributions to the service provider or account manager 
administering a commingled account. The account manager then 
negotiates with the securities lending agent the terms of the trans- 
action, including the split of any gains. The securities lending 
agent then negotiates with a broker-dealer who is seeking to bor- 
row securities for a client. The broker-dealer provides cash as col- 
lateral for the borrowed security to the securities lending agent for 
the length of the agreement. The broker-dealer earns a rebate or 
interest on the cash collateral being lent. 

The securities lending agent then works with a cash collateral 
pool manager, who may be affiliated with the lending agent, to re- 
invest the cash. The pool manager earns a fee for investing this 
cash. When the transaction is completed, the assets are returned 
to the original parties. 

As shown in the figure on my right, after the broker-dealer and 
the cash collateral pool manager have received their fees, the secu- 
rities lending agent and the commingled fund split any gains from 
the transaction. For the participants, these gains are reflected di- 
rectly in the values of the shares in the commingled account. 

It is important to note that the split is asymmetric. While the 
gains are shared between the plan participant and the securities 
lending agent — in our example, the split is 80/20 in favor of the 
participant — the investment losses are borne only by the partici- 
pant; thus, a symmetry can also create an incentive for the cash 
collateral pool manager to seek riskier investments as they do not 
bear the investment loss. 

Securities lending transactions poses challenges for plan partici- 
pants and sponsors alike. Participants may be unaware that their 
plan investments are utilized in securities lending transactions. We 
found that information about such transactions is often buried 
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deeply within investment option documents, documents which, in 
many cases, may not even he received by participants. New disclo- 
sure regulations by Labor may not be helpful because they focus 
on information about investment options, such as information on 
fees paid, and not the practices employed by those options, like se- 
curities lending. 

Plan sponsors may also be unaware or not fully understand the 
risks involved in securities lending transactions. This might be par- 
ticularly the case for smaller plans with commingled funds who 
may not be as sophisticated as larger plan sponsors. This view is 
echoed by industry experts with whom we spoke. 

The SEC, FINRA, and the industry itself are already taking 
steps to address issues related to securities lending. GAO has made 
recommendations to Labor that we believe will enhance disclosure 
and transparency for both sponsors and participants, and assist in 
a negotiation of these transactions. 

That concludes my statement, Mr. Chairman. I am happy to an- 
swer any questions that you or other members may have. 

[The prepared statement of Mr. Jeszeck appears in the Appendix 
on page 28.] 

The Chairman. Thank you very much, Mr. Jeszeck. 

Now we’ll hear from Mr. Nazzaro. 

STATEMENT OF ANTHONY NAZZARO, PRINCIPAL, A. A. 

NAZZARO ASSOCIATES, YARDLEY, PA 

Mr. Nazzaro. Good afternoon. My name is Anthony Nazzaro. I 
am the principal and owner of A. A. Nazzaro Associates. We are 
a securities lending manager and consulting group in operation 
since 1987. 

I would first like to thank Chairman Kohl, Ranking Member 
Corker, and the members of the committee for the opportunity to 
appear before you today. It is a wonderful honor and a privilege for 
me to do so. 

I believe I was invited to appear and give testimony because of 
my experience and the longevity of my career in the securities 
lending industry. My participation in this industry spans some 35 
years in roles ranging from an in-house lender at Yale University, 
to a custodian agent lender for the pension funds of the Common- 
wealth of Pennsylvania, to a present status as an independent 
manager for university and foundation endowments. It is my hope 
that I can offer some perspective, insight, and constructive counsel 
for pension funds, which represent a large segment of the beneficial 
owners participating as lenders of securities. 

Many large pension funds that participate in securities lending 
choose to do so through an agent lender, such as their custodian 
bank. It is my sense that, when a fund enters into an agreement 
with its agent lender, the fund may not fully appreciate or under- 
stand that it has also hired an investment manager. Many times 
the fund may be focused upon the lending of securities side of the 
equation and less upon the reinvestment of cash collateral. As a re- 
sult, the focus or scrutiny is more heavily weighted toward the 
counterparty risk of the borrower and overshadows or obscures the 
reinvestment risk. This may result in less scrutiny of the cash col- 
lateral investment guidelines proffered by the agent lender. In ad- 
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dition, given the wide ranging of authority of the agent lender over 
all lendable assets and the reinvestment of cash collateral, the size 
of the assets held in the cash collateral portfolio may grow to be- 
come the largest portfolio in the funds universe, and the agent 
lender may become its largest investment manager. 

The omission or failure to perceive an agent lender as an invest- 
ment manager may result in a lack of sufficient reporting and over- 
sight of the cash collateral portfolio, and an assumption that the 
reinvestment of cash is part of the agent’s custodial function in the 
management of the securities lending program. The danger and 
risk in this perception was brought to light and exposed during the 
recent financial crisis and brings us here today. 

The reason I’m highlighting this issue is because I believe there 
are some basic steps that can be taken to protect pension funds 
and limit their risk. 

Step one, documentation. In addition to the execution of a securi- 
ties lending agency agreement, which is standard documentation, 
pension funds should execute an investment manager agreement. 
This elevates the duty and standard of care by the agent lender/ 
investment manager. The investment reports would receive a 
heightened degree of visibility and are more likely to come within 
the purview of those persons or committees with oversight at the 
pension fund. 

Step two, investment guidelines for cash collateral. Implementa- 
tion of stringent guidelines for the reinvestment of cash collateral 
similar to those of a Rule 2a-7 money market fund. This would 
limit holdings in the portfolio to only securities of high credit qual- 
ity, high liquidity, shortened duration, or weighted average matu- 
rity. 

Step three, reporting and valuation. Receipt of daily reports as 
to the valuation of the cash collateral corresponding to the securi- 
ties lending loan balances. The value of the cash collateral portfolio 
report should be equal to or close to the 102 percent 
collateralization required for loans and received from counterparty 
borrowers. 

Step four, limits upon program participation. Implementation of 
a limit or cap upon the amount or value of securities which may 
be loaned in order to reduce exposure of a portfolio. This limit may 
be expressed as a specific dollar amount or as a percentage of the 
total assets. 

The above recommendations are four steps that pension funds 
can implement that I believe would be both constructive and pru- 
dent. It is my opinion that implementation of some or all of these 
steps could have mitigated the problems that funds experienced 
during the financial crisis. 

Thank you. 

[The prepared statement of Mr. Nazzaro appears in the Appendix 
on page 56.] 

The Chairman. Thank you very much, Mr. Nazzaro. 

Mr. Blount, we would like to hear from you. 


VerDate Nov 24 2008 13:46 Aug 17, 201 1 Jkt 067300 PO 00000 Frm 00010 Fmt 6633 Sfmt 6633 C:\DOCS\67300.TXT SHAUN PsN: DPROCT 



7 


STATEMENT OF ED BLOUNT, EXECUTIVE DIRECTOR, CENTER 

FOR THE STUDY OF FINANCIAL MARKET EVOLUTION, WASH- 
INGTON, DC 

Mr. Blount. Chairman Kohl, Ranking Member Corker, and 
members of the committee, thank you for the opportunity to share 
a few thoughts with you today. 

I approach this issue with the perspective gained from 35 years 
of varied roles in the securities lending community, and the experi- 
ence gained from having built and then sold a profitable business 
that pioneered the analysis of performance measurement for securi- 
ties lending programs. 

On the surface, the problems cited by the GAO report appear to 
be a lender side issue; that is, the cash collateral lock ups that 
froze the assets of 401(k) defined contribution participants and oth- 
ers during and for up to a year after the crisis. However, this is 
really an issue for the entire investment community. 

The effect of restrictions on the supply of lendable securities 
could quickly degrade the liquidity and efficiency of U.S. capital 
markets by raising the risks of settlement failures and increasing 
the capital charges for brokers with customer segregation deficits. 

In particular, restrictive actions of regulators affecting the 
lendable supply of securities could well impair the ability of pen- 
sion plan sponsors to offer passive index funds and to hedge ac- 
tively managed portfolios. The reduced availability of index funds 
and hedges in turn would increase portfolio risks and threaten the 
investment returns that pension beneficiaries need and expect. 

At a very fundamental level, securities lenders help to make the 
markets more efficient. This has been documented in a number of 
reports by international regulators. 

And the supply of lendable securities is highly sensitive to the 
actions of Federal regulators. I would cite the 1981 decision of the 
Department of Labor to amend the prohibited transactions exemp- 
tion as one example of this. 

But let me pause here for a minute. If I say that securities lend- 
ing is important, I do not mean to say that problems do not exist 
in the lending community, nor do I intend my comments to be 
taken as a defense of the status quo such that pensioners might 
once again be deprived of access to their own funds in the uncer- 
tain days of financial crisis. 

However, the cause of the lockups was the illiquidity of certain 
asset-backed securities, which were included in the cash collateral 
pools of those funds that lent out their securities. In that regard, 
the problems of securities lenders and their investor beneficiaries 
are the same as those of many other commingled funds in the 
United States during the recent market crisis. During that crisis, 
the suddenly illiquid individual beneficiaries of defined contribu- 
tion plan accounts absorbed the effects of investment choices made 
by others; that is, their plan sponsors and cash managers. Unfortu- 
nately, DC plan sponsors, unlike defined benefit plan sponsors, 
have no financial incentive to increase investment revenue, such as 
securities lending income for their participants. 

Plan participants gained the income from securities lending 
while their administrators merely gain more work and more risk. 
As a result, it is easier for DC plan sponsors to simply reject as 
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investment options those mutual funds which lend rather than 
learn how to evaluate the ways in which risks and securities lend- 
ing evolve as market conditions change, so as to help participants 
fine tune their exposures. 

Such a decision appears now to have been made by many plan 
sponsors, whose management mandates routinely reject the possi- 
bility of income from securities lending services. As a result, the in- 
vestment performance of DB plans is exceeding that of DC plans, 
even when offered by the same corporate plan sponsor. In effect, 
we are creating a yield deviation between DC and DB plans where 
there is not a good reason for it. 

Going forward, however, it will be necessary to construct a 
framework which more closely aligns the interests and responsibil- 
ities of all those in the DC plan securities lending community with- 
out unnecessarily impairing the ability of the market system to 
contribute to the welfare of both DC and DB plan beneficiaries. 

Among the changes that I believe are necessary are an improve- 
ment and extension of the disclosure regime for securities lending 
cash managers. Furthermore, I believe that an expert council 
should be established to define the limits of prudence for collateral 
cash managers, one that is based on close monitoring of changing 
market conditions. I do not — or I do believe that educational pro- 
grams should be funded by the securities lending community, not 
the government, through incentives, such as capital charge credits, 
and then provide it to DC plan sponsors and participants as a way 
of improving the awareness of their own responsibilities and those 
of their service providers. 

In conclusion, if all members of the service provider community 
fulfill their responsibilities, I do not believe that new legislation or 
regulatory actions will be necessary. The cash lockups of the finan- 
cial crisis were not attributable to a failure of securities lending. 

Thank you. 

[The prepared statement of Mr. Blount appears in the Appendix 
on page 59.] 

The Chairman. Thank you very much, Mr. Blount. 

Ms. Klausner. 

STATEMENT OF ALLISON KLAUSNER, ASSISTANT GENERAL 

COUNSEL-BENEFITS, HONEYWELL INTERNATIONAL, INC., 

MORRISTOWN, NJ 

Ms. Klausner. Thank you. 

My name is Allison Klausner, and I am the Assistant General 
Counsel-Benefits for Honeywell. On behalf of Honeywell, a Fortune 
50 company, I want to express Honeywell’s appreciation of Chair- 
man Kohl’s and Senator Corker’s desire to understand the practice 
of securities lending in the context of employer-sponsored defined 
contribution plans. 

I understand that my testimony today has been requested to pro- 
vide the Senate Special Committee on Aging with insight into how 
one plan sponsor’s fiduciary committee has addressed securities 
lending issues. 

Over the years, securities lending has provided tremendous value 
to participants and beneficiaries of employer-sponsored DC plans, 
including those with employee deferrals and contributions. I en- 
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courage the Senate Special Committee on Aging to recognize that, 
if unnecessary actions are taken to restrict fiduciaries from offering 
securities lending funds in defined contribution plans, plan partici- 
pants and retirees may lose valuable opportunities, now and in the 
future, as they strive to maximize retirement security. 

Honeywell’s primary defined contribution plan is a fairly typical 
401(k) plan. Participants are permitted to direct the investment of 
their deferrals and contributions, as well as their vested matching 
contributions. They have the opportunity to select from a robust 
range of asset classes with varying potential risks and rewards. 

The Honeywell Savings Plan Investment Committee is a fidu- 
ciary committee consisting of five professionals at Honeywell. Two 
of the current committee members dedicate significantly all of their 
time addressing issues relating to ERISA plan assets, one of whom 
does exclusively for the company’s defined contribution plans. All 
the members have fiduciary education and are counseled on an on- 
going basis with regard to their fiduciary duties. 

The Honeywell committee members understand that satisfaction 
of their fiduciary duties is critical to supporting a long-term retire- 
ment security of the plan’s participants and the company’s retirees. 
The company members recognize they must engage in a prudent 
process, which considers many factors when selecting and evalu- 
ating investment funds, including, but not limited to, whether it 
has a securities lending component. 

I encourage the Senate committee to consider that the matter of 
whether defined contribution plan assets are invested in securities 
lending funds is one that should be evaluated in the context of the 
fiduciary process. 

A fiduciary’s process in selecting a fund will be based on many 
considerations: fees to be charged by the investment manager, the 
type of fund, the asset class, the past performance, and the plan’s 
complete fund line-up. 

Securities lending funds in the Honeywell defined contribution 
plans fund line-up has in fact supported many participants’ retire- 
ment goals as those investment funds typically charge lower fees 
than comparable non-securities lending funds and historically had 
investment gains that contributed to the investment returns for the 
assets invested in such funds. 

The take away is that, depending upon facts and circumstances, 
offering defined contribution plan participants the opportunity to 
invest in securities lending funds can indeed be a prudent decision. 

Notwithstanding the potential benefits, the Honeywell Savings 
Investment Committee did determine in October of 2008 to transi- 
tion from securities lending funds to nonsecurities lending funds. 
The committee recognized that the then economic climate, and that 
which was anticipated in the then near future, and the gatekeeping 
measures which were being implemented, weighed against con- 
tinuing to offer securities lending funds for investment of defined 
contriWtion plan assets. 

Although the plan’s fiduciaries understood that the gatekeeping 
measures were purportedly designed to stem the possibility that 
there would be a run on the bank within the sec lending programs, 
and that the gatekeeping measures did, in fact, achieve such goal, 
the gatekeeping measures did handcuff plan fiduciaries and re- 
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stricted them from making decisions, which could have impacted 
plan participants’ opportunity to maximize retirement security. 

Today’s legislative and regulatory framework permits fiduciaries 
to offer defined contribution plan participants access to investment 
funds with securities lending features. I encourage the Senate com- 
mittee to recognize the importance of maintaining the flexibility 
currently available. Fiduciaries should not be required to operate 
in a rigid environment which prohibits them from providing plan 
participants and retirees with valuable opportunities to achieve re- 
tirement security. 

Securities lending employer-sponsored DC plans is a topic that is 
worthy of your attention. However, we must take care not to study 
the issue in a vacuum or elevate the matter of securities lending 
over other issues of equal or greater importance to define contribu- 
tion plan participants and retirees. 

Plan administrators and fiduciaries, as well as third party pro- 
viders, are in the process of implementing new legislation and reg- 
ulation, all designed to protect participants. But there does not ap- 
pear to be an urgent need to address the issue of employer-spon- 
sored defined contribution plans and securities lending features. 
Perhaps this is a time to rest and allow the new rules to take hold 
before we consider any new rules or requirements. 

I want to thank you for asking me to be a witness today, and I 
would be happy to address any questions you may have. 

[The prepared statement of Ms. Klausner appears in the Appen- 
dix on page 70.] 

The Chairman. Thank you, Ms. Klausner. 

Mr. Meier, we would like to hear from you. 

STATEMENT OF STEVEN MEIER, CHIEF INVESTMENT OFFI- 
CER, GLOBAL CASH MANAGEMENT, STATE STREET GLOBAL 

ADVISORS, BOSTON, MA 

Mr. Meier. Chairman Kohl, Ranking Member Corker, and mem- 
bers of the Special Committee, thank you for the opportunity to ap- 
pear today. 

My name is Steven Meier, and I am the Chief Investment Officer 
of Global Cash Management at State Street Global Advisors, the 
investment management arm of State Street Corporation. I hope 
my testimony will assist you in your important work. 

At State Street, we believe that securities lending can play an 
important role in a balanced investment program for professionally 
managed retirement plans. As you know, employee retirement 
plans typically earn dividends and interest income from the plan’s 
investment portfolio. 

If participants choose to invest in a plan option that engages in 
securities lending, the investment portfolio can earn additional in- 
cremental income. While the amount of income varies by portfolio 
and depends upon a number of factors, it can be significant and 
may be used to either offset expenses or supplement the plan’s in- 
vestment return. 

An investor like a 401(k) plan can earn this incremental income 
when it lends a security it owns to a borrower, who uses the secu- 
rity to settle another transaction, often in connection with a short 
sale. The borrower provides collateral to the lender for the bor- 
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rowed security, typically in the form of cash. During the course of 
the loan, as the market value of the borrowed security changes, the 
lender either collects or returns collateral based on changes in the 
value of the security. If the lender has received cash collateral, it 
invests the cash to earn investment income. When the loan termi- 
nates, the lender returns the borrower’s collateral, along with an 
additional payment known as a “rebate.” The lender shares the re- 
maining income with the securities lending agent as compensation 
for its services administering the program, such as matching lend- 
ers to borrowers, reassigning loans when the lender sells a secu- 
rity, and revaluing the securities on loan and marking to market 
the collateral daily. 

The lending agent’s share of the securities lending income also 
compensates it for indemnifying lenders against the failure of a 
borrower to return a security if the borrower defaults on its obliga- 
tions. 

As this Committee is aware, the events of the recent global fi- 
nancial crisis were unprecedented and created challenges for the 
securities lending business. State Street acted cautiously and 
thoughtfully before and during the financial crisis to protect the in- 
terests of our securities lending clients. Due to our prudent man- 
agement, none of our cash collateral pools realized credit losses. 

In addition, we maintained 401(k) plan participants’ full, unre- 
stricted ability to make withdrawals from our lending funds. Inves- 
tors in our lending funds did not incur any realized losses in con- 
nection with cash collateral reinvestment unless they chose to take 
an in-kind distribution of securities and sell them at a loss. 

State Street believes that it acted in the best interest of our secu- 
rities lending clients and significantly mitigated the potential ad- 
verse impacts from the financial crisis. 

Our securities lending clients are generally long-standing clients 
for whom securities lending is just one of many services State 
Street provides. We believe our interests are appropriately aligned 
with those of our clients. We are committed to best practices in dis- 
closure and risk management. We also welcome the opportunity to 
learn more from you today about how the industry can better serve 
its clients, and particularly retirement plans. 

Thank you for the opportunity to be here today. I will be pleased 
to answer any of the Committee’s questions. 

[The prepared statement of Mr. Meier appears in the Appendix 
on page 74.] 

The Chairman. Thank you, Mr. Meier. 

I would like to start out with a question and ask for a response 
from each of you. 

What are the risks for both the retirement plan and the indi- 
vidual participants of participating in a securities lending pro- 
gram? Do you think that both employers and their workers are 
aware of the risks? We will start with Mr. Jeszeck and then move 
to his left. 

Mr. Jeszeck. In our firm, what we have found is that there is 
an asymmetry. While the gains are shared between the securities 
agent and the lending agent and the plan, the losses are completely 
borne by the participant. So in that sense, there is an asymmetry 
there, and, as I mentioned earlier, we think it also creates an in- 
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centive for pool managers, because they do not bear any of the loss, 
to possibly invest in more risky assets. 

As to whether participants and sponsors are aware of securities 
lending with cash collateral reinvestment, our work has found that 
in general there may be some savvy participants who know, but in 
general, participants, frankly, have no idea what securities lending 
is, much less whether they are aware of whether it is going on in 
their 401(k) plan. 

The other area, while an argument could be made that plan 
sponsors should be aware of securities lending, during our work in 
our report, we found a number of plan sponsors who were not 
aware of securities lending with cash collateral reinvestment, or se- 
curities lending at all going on in their plan. So that was a dis- 
turbing finding. 

The Chairman. Thank you. 

Does anybody substantially disagree with Mr. Jeszeck’s descrip- 
tion? Yes, Ms. Klausner. 

Ms. Klausner. Thank you. Chairman. 

In our experience at Honeywell, the fiduciaries are extremely 
well aware of which funds are able to have securities lending activ- 
ity in the fund. We also are aware that we have disclosure in our 
summary plan description and in other places, perhaps like on our 
website and in other informal communications, that identify in 
their description of the funds that securities lending does in fact 
exist. So I would not necessarily characterize all plan participants 
as not being aware. I understand that disclosure doesn’t always 
bring awareness, but there are certain populations in Honeywell, 
as well perhaps in other organizations where the sophisticated pro- 
fessionals and other well-educated individuals do know that it ex- 
ists and understand it. 

In terms of loss and risk, I also think they understand that the 
varying funds that are available all have the opportunity to go 
down in their account balance and not just up. And so, this is 
something that I think in terms of recognizing the variation be- 
tween what is available to individuals is true, and perhaps the bar 
needs to be raised. But I would not characterize our plan partici- 
pants as not having the information readily available. 

The Chairman. Does your company, Honeywell, take time and 
make the effort to see to it that everybody involved understands 
this transaction? 

Ms. Klausner. May I ask, when you ask everybody involved, do 
you mean at the plan sponsor/plan fiduciary level? 

The Chairman. Yes, as well as those who are in the plan itself. 

Ms. Klausner. At the plan sponsor/plan fiduciary level, the an- 
swer is absolutely yes. As to the plan participants at that granular 
level, I would hesitate to say yes. Just like with all aspects of the 
investment, they have high-level information about the character of 
the asset class and the different activities that might go on in 
terms of the fund. As to whether or not they understand the granu- 
lar level of securities lending, I would say that is probably not like- 
ly- 

The Chairman. Okay. Yes, sir, Mr. Blount. 

Mr. Blount. Senator, I think the issue of comprehension by par- 
ticipants and the disclosure by their service providers is com- 
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plicated. The service providers, I believe, attempt to provide as 
much information as possible. Plan participants in many cases are 
no different from the board members of defined benefits plans. And 
I find when meeting with plan sponsors that there are different 
levels of comprehension even at the board level. There are mem- 
bers of the investment committee that might have an extremely 
good understanding. Others are more concerned with retirement 
issues and leave the investment matters to other board members 
and directors. 

I think when you start to talk about individuals who are invest- 
ing in any investment program, there is a presumption of trust 
that they believe protects them. They will assume that if they are 
being offered a program — an option — that it has been thoroughly 
vetted, and there is, in effect, an imprimatur to it. Whether they 
fully understand the details, I think, is actually impossible for most 
of them. There are many — and I say this with a smile — there are 
many contemporaries of mine who have been in the business for 
three decades or more, very closely in the securities lending world, 
and still don’t understand it all. It is an extremely complex and 
opaque area, so there is a level of trust that I think goes beyond 
that. 

The Chairman. Thank you. Mr. Meier. 

Mr. Meier. Senator, at State Street, we are completely com- 
mitted to transparency in terms of all of our investment strategies, 
including our securities lending activities, as well as our cash col- 
lateral reinvestment pools. 

In terms of our outreach, we tend to spend a lot of time with 
plan sponsors and their consultants to go through our program to 
make sure that there is that level of understanding. 

I would say from an industry perspective, one of the frustrations 
may be that we do not have the ability to actually reach down and 
communicate directly with the plan participants. Again, our activi- 
ties are with the plan sponsors and their consultants. 

In terms of the characterization about a potential misalignment 
of interests, I will say that our interests at State Street are com- 
pletely aligned with those of our clients. We have been in the secu- 
rities lending business since 1974. It is a core competency of ours 
as a custodial bank, and we have committed many resources to 
making sure that we continue to manage those programs in a pru- 
dent manner. 

We at State Street actually have a little bit of a unique business 
structure in that we have a division of responsibilities. For exam- 
ple, we have one division that is responsible for lending the securi- 
ties, and another division, the investment managing arm that I 
work for, that actually manages the cash collateral. In terms of the 
fee structure and the revenue sharing, we actually work for a mod- 
est set fee on the investment management side, of typically any- 
where between one to three basis points, to manage those port- 
folios. 

We are acting as a fiduciary. We are not incented to take on ad- 
ditional risk to increase the return so that State Street Bank, for 
example, would earn a higher level of income off of those activities. 
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The Chairman. Thank you. I will ask Mr. Jeszeck a question, 
and then we’ll turn to Senator Corker. And I think you have al- 
luded to it, but I would like to ask you directly. 

Your report shows that the risk of securities lending with cash 
collateral reinvestments are all borne by the participants, while the 
rewards are spread around, as you indicated. In fact, some of those 
involved in the transaction, including securities lending agents, 
broker-dealers, and collateral pool managers always win and never 
lose. Does that make you nervous? 

Mr. Jeszeck. Well, certainly from our work we have found that 
participants and sponsors are not favored compared to other actors 
in these transactions. Having said that, we continue to believe that 
securities lending with cash collateral reinvestment could benefit 
401(k) participants if it is managed responsibly. And I think that 
means getting more information to plan sponsors so that they can 
negotiate these transactions more prudently, for plan participants 
to be aware of the existence of securities lending, the implications 
of securities lending with cash collateral reinvestment for their 
portfolios so they can make an informed decision consistent with 
their general preference towards risk. Some individual participants 
like risk. They like more risk and will be comfortable with securi- 
ties lending transactions. Others may not like risk as much. And 
so for these reasons and others, we made the recommendations in 
our report to the Department of Labor. 

The Chairman. Okay. Senator Corker. 

Senator Corker. Thank you, Mr. Chairman. 

Mr. Jeszeck, I am not the most sophisticated investor in the 
world, but I have been fortunate and do do some investing. I do not 
know if I have ever seen a scenario where it was different than 
what you just said. I mean, typically when investments are made, 
the investment manager participates in the gain, and they do not 
participate — I mean, that is the way hedge funds operate. It is the 
way most funds operate. I have not been aware of managers who 
participate in gains as a way of making fees, participating in 
losses. So I do not find anything unique about that. Is there some- 
thing — I could ask Mr. Blount — ^but is that not standard that usu- 
ally when people are making investments, they participate in gains 
and incentive, but do not participate in the losses? As a manager, 
is that not kind of standar^typical in the industry? 

Mr. Blount. I would say it is. Senator, yes. 

Senator Corker. I know you have to have had involvement in 
this industry other than just this report, right? 

Mr. Jeszeck. Well, Senator, I — I’ve been at the Government Ac- 
counting Office for the last 26 years, so in that sense I have worked 
on pension issues. I have worked on issues involving the industry. 
I have had interactions with the industry, but I have not had any 
direct involvement myself in the industry. 

Senator Corker. Well, let me just state that as a guy who is cer- 
tainly no professional that it is a very standard typical arrange- 
ment that you are describing, and there is nothing — I mean, that 
is typical of the way it is. It is very asymmetric. Is there anybody 
that disagrees with that? I mean, so I just find you making a point 
out of that odd when, you know, just for the little bit of looking into 
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what is happening in the industry you would understand that that 
is the way the industry operates. 

Mr. Jeszeck. Well, sir, I think the point — what we come away 
from here is that it is unclear whether plan sponsors know that 
there is an asymmetry here. In some other cases 

Senator Corker. Yes. Yes. 

Mr. Jeszeck [continuing]. Many other transactions there may 
he — hoth sides may have some skin in the game. When we looked 
at these transactions in this instance, in the case dealing with cash 
collateral reinvestment, the losses are borne by the participants. 

Now, the other issue here is, is that the participants, at least 
from the work that we have done, are not aware — they are not 
even aware of securities lending in general, much less the fact that 
they are bearing an additional risk here. And I think that is the 
issue. It may be typical in the industry, but I think in general, it 
would be — I think it would be more — I think it would be nice — I 
think it would be helpful for plan participants, who, after all, it is 
their money, and we are placing the responsibility on plan partici- 
pants to invest prudently, to have information about these trans- 
actions and the implications of these transactions. And it may be 
in that case that many plan participants may choose to assume the 
risk of these transactions and go forward. We know that risk pref- 
erences for individuals vary across the board. But I think for us, 
the key thing is that plan participants should be aware of the par- 
ticular relationship — the dynamics of these agreements. 

Senator Corker. I appreciate what you are saying. I have to tell 
you that I would go back to one of the earlier witnesses. I think 
plan participants sign up more on a sort of global basis of what 
they think the fund does. I would assume that Honeywell has 
hedge funds in their fund, and I would assume that there is all 
kind of long, short, all kinds of activities taking place that a stand- 
ard typical plan participant would have no idea what that means, 
nor the risk involved in that. But they would assume that the plan 
sponsor is making a prudent allocation of resources there. 

I can assure you that if I had to know all of those things my- 
self — signing up for a defined contribution plan — again, I am not 
the most sophisticated person. I do not want to know all that, and 
I do not know that you are really doing the participant a lot of good 
in knowing that. I assume a long disclosure form would be okay, 
but, again, I do not see — I think we are barking up the tree. 

Mr. Blount, do you want to add to that? 

Mr. Blount. Senator, I think we can even go beyond the mutual 
fund or the investment world. People buy stocks for airlines, and 
airlines engage in hedging strategies to protect their cost as fuel 
prices change. Some do, some do not. If you buy an airline stock, 
you do not necessarily understand what the hedging strategy is. 

Senator Corker. You might not know that Southwest made inor- 
dinate profit for years because they had a great hedge that was 
going to disappear in a month, right? 

Yes, ma’am. 

Ms. Klausner. Thank you. I just wanted to make sure I made 
sure the record was correct. I am not confident that we actually 
have hedging or hedge funds specifically in our Honeywell 401(k) 
plan funds. 
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Senator Corker. But you might. 

Ms. Klausner. We clearly — it is possible. What I wanted to note 
was that we certainly have many funds that are index based and 
some that are actively managed. And our participants do under- 
stand, through a lot of disclosure, not only through our summary 
plan description, which I discussed or noted before, but through 
what we call our fund fact sheets, which are very dense pieces of 
information about all aspects of each fund, including with charts so 
that those that are better to understand things through, you know, 
a description of whereas others through an illustration. There are 
varying ways to understand what is there. 

In terms of getting to the granular level of talking about securi- 
ties lending and how that may or may not impact the fees of a fund 
manager, I think that goes to your earlier question, does that pro- 
vide meaningful information to the individual, or is it just piling 
on additional information so that the salient points that you want 
them to know about actually get lost in the density and the volume 
of information being provided. 

Senator Corker. Now, I know that I have used a lot of time. I 
just — we did some calculations yesterday, and for a young person 
beginning to invest in a defined contribution plan and not having 
the option of lending securities as part of that portfolio, it makes 
a huge difference at their time of retirement. We looked just on a 
sort of an ordinary, very conservative basis that if that option were 
not available to an individual starting out at age 25 and working, 
that it is likely they would actually have to work a minimum of a 
year longer, if not more, if that option is not readily available to 
them. Would any of you all like to comment on that? So, in essence, 
if we sort of regulate it out and make it so it is very difficult for 
that to occur, what we are really doing is hurting individuals from 
the standpoint of amassing a retirement that allows them to retire 
at an age they would like to retire. 

Yes, sir. 

Mr. Nazzaro. Senator, I would say that just by that fact, securi- 
ties lending has merit. The issue before me as I looked at this is 
really about how much risk one is willing to accept. Done in its 
basic form, it should be as low risk as possible, and that is how se- 
curities lending has always been. I think it got away from us a lit- 
tle bit in the 2003 to 2008 period. All we are really talking about, 
from my perspective, is reining that in a little so that it becomes 
the modest, low-risk activity that it should be. It is only meant to 
hit singles, not home runs, and that is what I would like to see it 
get back to. 

Senator Corker. Do you think the industry, as Mr. Blount men- 
tioned, has the ability to take care of that themselves and learn 
from what has just occurred? 

Mr. Nazzaro. Yes, Senator, I do, and I think they are already 
moving in that direction, to their credit. 

Senator Corker. Thank you. Somebody wants to speak. I do not 
know if I have taken too much time. 

The Chairman. No, go right ahead. 

Senator Corker. Thank you. Mr. Meier. 

Mr. Meier. Thank you. Senators. 
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I would just like to comment. I agree. I do think that securities 
lending is a very viable, long-term strategy. I think it is an excel- 
lent source of low-risk incremental income. I think you have to look 
at the risks associated with securities lending in light of the un- 
precedented financial crisis that we have been through and poten- 
tially are still in, hopefully at the tail end of it. 

But I think what we saw over the last three and a half to four 
years is really a perfect storm in terms of excess leverage in the 
marketplace. Credit spreads are very tight. I do not think what we 
saw happen over the last few years is going to happen again, and 
I would hate to see us eliminate securities lending as a viable in- 
vestment strategy for individual plan participants as a result of 
that. And, again, I would agree with your assessment. It can make 
a significant difference in a young person’s retirement savings over 
a period of time. 

Senator Corker. Thank you, Mr. Chairman. Thank you. 

The Chairman. Thank you. Senator Corker. 

Senator Blumenthal. 

Senator Blumenthal. Thank you, Mr. Chairman. And I want to 
express my appreciation to you for holding this hearing on a very 
profoundly important topic. And I apologize for my lateness, but 
like many of us, I had several hearings and meetings at the same 
time, and I have been following your testimony. I want to thank 
everyone who is here today to educate us for the very important 
testimony that you have given. 

And it is important because obviously this issue is of profound 
and growing importance. We have made great progress in fighting 
poverty among our seniors. The rate is down from 50 percent in 
1939 to 10 percent now, largely because of Social Security, which 
is one of the reasons why I have strongly opposed any measures 
to cut Social Security. But in 2009, 49 million Americans were ac- 
tive 401(k) plan participants — many thousands in Connecticut as 
well — dependent on these plans for their financial well-being, and, 
in fact, for many of them, a primary way to save for retirement. 
And I understand your point, Mr. Meier, and others here, that the 
recent crisis — the near collapse of our economy — may have been a 
perfect storm, but there remains the possibility that there may be 
similar storms, perhaps not of the same severity, but equally 
impactful on the lives and livelihoods of people saving for their re- 
tirement. 

So, my first question is to you. I understand that State Street 
has effectively managed securities lending funds during even this 
very difficult time. In terms of disclosure, you mentioned that you 
went above and beyond the Federal guidelines to keep your clients 
informed. But do you believe that more clear Federal banking regu- 
lations are appropriate and necessary to assure that others — other 
service providers follow that lead? 

Mr. Meier. Thank you for that question. Senator. As I intimated 
earlier, we are completely committed to transparency. And I do 
think transparency certainly helps level set expectations. I think as 
an investment manager, it sets for a clear discussion around in- 
vestment goals and objectives. I, for one, do not want to be in a 
conversation with a client that is suddenly surprised at the out- 
come. So, again, we are committed to transparency. 
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In terms of the specific Federal regulations or changes that you 
are talking about, Senator, I am not familiar with those. I would 
be happy to look at them and perhaps come back, if that is appro- 
priate, and give you some feedback on whether I think that would 
help the situation. But I just have not seen them at this point. 

Senator Blumenthal. So, your answer would presumably be — 
and I do not mean to put words in your mouth, but what I hear 
you saying is in spirit, yes, and you would want to see the specifics 
before you either approve or disapprove of the particular regula- 
tion. 

Mr. Meier. Yes, sir. That is correct. 

Senator Blumenthal. Anyone else have a — yes, sir. 

Mr. Blount. Senator, I think that if we draw a line between the 
crisis problems that we are discussing here and Federal banking 
regulations, at the moment — and I am not a lawyer, so there this 
probably needs to be vetted — if a bank were to guarantee the in- 
vestments of any securities lending pool, there would be 100 per- 
cent risk capital charge to the bank, which would basically put it 
off the table. It would make it too expensive. But when the banks — 
State Street, I think, in particular — applied for a work around to 
that, the FED was pretty flexible in saying, well, it depends on 
what you invest in. If you were to invest in overnight treasury 
repos, then there is a way to reduce those capital charges. 

Now, the unfortunate part of that is that you really cannot make 
any money in the securities lending pool if that is what you are in- 
vesting in. But the concept of reducing the capital charges as a re- 
sult of a more conservative investment strategy is, I think, a direc- 
tion that might be explored further. And I believe that it is possible 
to create incentives for the banks and brokers relative to their cap- 
ital charges, especially as Basel III comes in, that would encourage 
either more conservative — not implying that the current strategy is 
too aggressive — but more conservative implementation of strate- 
gies, as well as disclosures that help cash managers themselves 
know where they are. 

One of the problems in the securities lending cash management 
world is there is virtually no contemporaneous information. You do 
not know what is happening at other pools, so if you are to protect 
your competitive position, there is an incentive to try to be a little 
bit more aggressive. So a little bit more information perhaps com- 
bined with an incentive in the capital charges might be worth ex- 
ploring. 

Senator Blumenthal. Well, I really welcome that comment inso- 
far as it says that more information, in effect, more education 
might be welcome and specific incentives for the kind of steps that 
you would recommend. Do you have more specifics about the kinds 
of incentives, to use your word, that might be provided? 

Mr. Blount. Well, I tend to think in terms of metrics, having 
run a data business, rather than information. So I would — which 
is a calibrated form of information — write the metrics that allow 
you to compare where you are to others. 

I think the SEC looks at these matters, among other directions, 
in terms of systemic risk. So the capital charge credits or the cap- 
ital credits might be somehow tied to some reduction and overall 
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systemic risk through a conversation between the FED and the 
SEC, but that is beyond my pay grade. 

Senator Blumenthal. Well, whether it is within your pay grade 
or outside it, I would welcome additional specific thoughts you may 
have. You may want to consult with some of your colleagues and 
anyone else now or afterward. I think normally we keep open the 
record for additional comments, so I would welcome specific re- 
sponses, both Mr. Meier, to the question I asked you and others. 
We do not always have all of the answers at our fingertips, as I 
know from having been on your side of the table. So if you want 
to follow up, we would welcome it. 

Mr. Blount. I would be happy to do that. Senator. 

Senator Blumenthal. Thank you very much, Mr. Blount. 

Mr. Nazzaro, your suggestions to protect pension funds and limit 
their risk include increased documentation, and more stringent 
guidelines for cash collateral reinvestment, and more reporting re- 
quirements and loan limits. What do you think the effect would be 
on loan servicers? And I apologize if you may have covered this 
point in part. And would that kind of increased regulation be too 
much of a burden, in your view? 

Mr. Nazzaro. I do not know if it would be too much of a burden 
on loan servicers. What I am trying to — the message that I am try- 
ing to get across is that securities lending is a short-term, over- 
night, week, day activity, and there is an imbalance when cor- 
responding cash collateral investments are five, six, and seven 
years. There is no correlation there. So what I am suggesting is the 
maturity ranges of the cash collateral portfolio should be much 
shorter than the broader guidelines that had been in place. But as 
we mentioned a few minutes ago, the industry has recognized that 
because of what has happened in 2008, and I believe there has 
been self-correcting in that regard. So I think the large providers 
of this service are shortening their maturity guidelines and tight- 
ening up their regulations and their investment portfolio, and that 
is what I think is important to protect retirees and pension plans. 

Senator Blumenthal. Do you think the self-correcting has been 
sufficient? 

Mr. Nazzaro. That I don’t know because it is not possible for me 
to monitor industrywide the banks. But some of the larger pro- 
viders, I believe, have moved in that direction, but I cannot speak 
for all of them. 

Senator Blumenthal. Where would be the best place to get that 
information? 

Mr. Nazzaro. I don’t have the answer to that. I do not know. You 
would have to be privy to the programs within each individual pro- 
vider. I am not privy to that. 

Senator Blumenthal. So if we asked each individual provider, 
that would be the best way. 

Mr. Nazzaro. I suppose so. Yes, Senator. 

Senator Blumenthal. Thank you. 

Thank you, Mr. Chairman. 

The Chairman. Thank you. Senator Blumenthal. 

To Mr. Nazzaro and Mr. Blount, both of you have been in the se- 
curities lending business for over 30 years. Could you explain some 
of the problems that pension funds experienced during the financial 


VerDate Nov 24 2008 


13:46 Aug 17, 2011 Jkt 067300 PO 00000 Frm 00023 Fmt 6633 Sfmt 6633 C;\DOCS\67300.TXT SHAUN PsN: DPROCT 



20 


crisis with respect to their securities lending programs? And based 
on that experience, what might you recommend that we do to pre- 
vent these things from happening again? 

Mr. Nazzaro. I would be happy to start. 

The Chairman. Mr. Nazzaro. 

Mr. Nazzaro. As I stated in my prepared remarks, Chairman, 
the guidelines are the first place I would start. I think that the 
large providers of securities lending services to the plan sponsors 
and pension funds, because it is a worthwhile activity, as we have 
agreed upon, but I think because of the profit that has been in 
there from 2003 to 2008, I think it was easy to extend maturity 
guidelines and to just go a little bit far out on the risk curve and 
the yield curve, and I think that needs to be reined in a bit. So, 
the shorter the maturity of these investments would reduce the 
risk and exposure. I think that is probably the single most impor- 
tant point. 

Also I would — many times it is easier to think about this as an 
equation. You have the securities lending side of the equation, then 
you have the cash collateral reinvestment side of the equation. 
Banks, custodian lenders, very large entities have done a wonderful 
job on the securities lending side of the equation. They have pro- 
tected their clients’ assets. They have demanded 102 percent from 
the counterparty borrowers and marked that to the market every 
single day. That side of the equation I think has done extremely 
well. What I am talking about is now that you have the 102 per- 
cent from counterparty borrowers, it is the preservation of that 102 
percent at all times. And I think you can do that well as long as 
your maturity range is short. If you are going to then take that 
cash collateral and go out three years, four years, five years, six 
years, I think you are adding risk as you go further out with those 
investments. That was the lesson, I believe, we learned a couple of 
years ago, and that is why it is part of my recommendation. 

The Chairman. Thank you. Mr. Blount. 

Mr. Blount. Senator, I would affirm what Mr. Nazzaro says in 
general. But I think there are a couple of lessons that can be taken 
from the crisis. I think historically it has been very easy for pen- 
sion funds and their consultants to look at income projections ex- 
pected from securities lending programs and the revenue split as 
the primary metrics when you evaluate different service providers. 
Those are easy, either 70/30 split or 80/20. You take the 80/20. 
Sounds great. Income of an expected $10 million a year versus $5 
million a year, take the 10. But there has to be a greater focus on 
what I call a holistic review of the risk within a lending program. 

Historically the industry has corrected very well. In 1982, there 
was a default by a firm called Drysdale, which caused Chase Man- 
hattan to step up and write a $200 million check to cover its cus- 
tomers. After that, the industry decided that they had to market 
all the loans, so that was a self-correction. There were several oth- 
ers, and I will not go through all the details. But the industry cor- 
rects constantly. 

Holistically, the big risks in a lending program, if you assume 
that the collateral margin of 102 percent is enough to cover de- 
faults, the big risks come from the difference between the assets 
and the liabilities, just like a bank. So on the liabilities side, it is 
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what the lending program owes to the borrowers because the bor- 
rowers, being brokers, will return the securities that they have bor- 
rowed and say, give me back my cash collateral. That is a huge 
risk. That is like the risk of depositors coming to a bank and say- 
ing, give me back all the money that I have deposited. 

Just like a bank, securities lending programs have invested with 
a gap — a maturity gap that generates a profit, so pensions have to 
look at what those redemption patterns are, the possibility that de- 
positors may come back. The consultants have to take this look, 
too. They have to look at the assets, so not just focusing on the as- 
sets and the quality of the assets, but the potential for a run on 
the bank, the risk of the liabilities coming in and making it il- 
liquid. And I think that has been missing by most of the pension 
funds and their consultants up till now. 

I think the service providers have been saying it, but most of the 
focus from the consultants to the pension community has been on 
give me a better split and come up with a better income projection, 
and really now has to be given more balance holistically. 

The Chairman. Yes, Mr. Nazzaro. 

Mr. Nazzaro. I think we are saying the same thing on that 
side — securities lending side of the equation. If all of the 
counterparty borrowers were to return the securities at the same 
time, i.e., a run on the bank, you would have to have the liquidity 
in that cash collateral portfolio to repay all the counterparty bor- 
rowers. If you did not, you would be in default and it would be a 
huge default. So if your collateral portfolio had to be liquidated 
quickly, unless it were in short-term securities or longer-dated se- 
curities, such as we found in 2008, large losses would have been 
realized. 

And, Chairman, we only look to the example of AIG. That was, 
in fact, what happened. All of the counterparty borrowers wanted 
their money back at the same time. AIG did not have the liquidity 
to give them their money back; hence, the bailout and the $20 some 
odd billion infusion that went to cover counterparty collateral. So 
we know what that looks like, and that is a very — that is a dooms- 
day scenario. And Mr. Blount is right; we want to learn from that. 

The Chairman. Mr. Meier. 

Mr. Meier. Senator, if I can comment. I work at a very conserv- 
ative firm. We manage our assets prudently. We managed through 
this crisis. If I can give you a couple of data points. From June of 
2008 to December of 2008, we saw a 50 percent reduction in our 
securities lending balances. We were not a forced seller of any secu- 
rities and in the liquid market throughout the crisis. And I think 
it is important to remember that prudent management doesn’t 
mean taking unnecessary risks. 

If you look at our portfolios, irrespective of whether they can in- 
vest a little further out on the curve, certainly not five or six years, 
at the heart, all of our portfolios — our cash collateral portfolios or 
money market portfolios — was what I refer to as a spread product 
overlay where we might buy unsecured debt in a 1- to 3-year space 
or asset-backed securities in the 1- to 3-year space. And those in- 
vestments typically provide diversification benefits away from un- 
secured credits, away from M&A risk, and risks of downgrades as- 
sociated with rating actions. 
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So I do think when you look at risks, you look at the manage- 
ment of these portfolios, they need to be managed prudently. They 
do need to be managed to a very high standard of liquidity. 

There is also the concept in these portfolios of latent liquidity, 
where a lender has the ability to simply put out more loans as op- 
posed to sell assets in a declining market. And, again, we use those 
tools in terms of managing that very important asset liability mis- 
match. 

Mr. Blount. And I think there is one more point, to extend Mr. 
Meier’s point, that it has been overlooked that during the fourth 
quarter of 2008, which was the worst of the crisis, that the securi- 
ties lenders recognized the risk that they were dealing with, and 
they increased the rebates to the borrowers in order to hold those 
balances in place. And it got to a point where they were paying out 
what amounted to negative rebates. They were encouraging the 
broker-dealers to keep the funds in place, and it was pretty effec- 
tive. It kept the balances until the worst of the crisis was over. So 
it was a holistic approach. 

The Chairman. Yes, Ms. Klausner. 

Ms. Klausner. I would just like to add a comment to try and 
maybe put this all in a bit of perspective. Clearly I am not an in- 
vestment specialist, and my knowledge is based upon my personal 
experience in being counsel to the Savings Investment Committee 
and learning a great deal from them. 

However, we are talking about liquidity, and we are talking 
about whether or not there should be potentially new rules or new 
guidance in terms of how the securities lending funds should be 
managed in terms of their liquidity, and whether or not, you know, 
there is undue risk in the event of certain doomsday events occur- 
ring and there being a potential run on the bank. 

But those concepts exist at varying levels in a defined contribu- 
tion plan. So, again, just to put this in perspective, here’s my exam- 
ple. We have a Honeywell common stock fund. Now, we are very 
clear that it is not 100 percent stock. There is a cash buffer there. 
I believe our cash buffer is targeted to be about 3 percent. It allows 
that there would be daily trades and to be liquidity. 

There are some individuals who actually will be disappointed 
that there is cash in the fund in order to allow for liquidity and 
daily trades because they caught a drag on the market when the 
Honeywell common stock is going up. On the other hand, there are 
people who are disappointed that there is not enough cash when 
stock is going down. 

The point here is that at all levels, not just with regard to the 
small portion of the fund that has securities lending, is liquidity 
issue. It is an issue that we look at as a fiduciary at a larger level 
as well. So, in terms of take-aways, the question might be, do we 
have to or should we create a situation where we are creating rules 
about liquidity specifically only for securities lending feature, or 
are there basically prudent rules that are already out there today 
with regard to the investment funds as a whole, including the secu- 
rities lending feature. 

And so, I caution, again, not to look necessarily in a vacuum 

The Chairman. Sure. 
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Ms. Klausner [continuing]. But to look at the larger picture as 
well. 

The Chairman. Well, that brings me to a question for you, Ms. 
Klausner. When your company, Honeywell, reviewed the securities 
lending practices within your own 401(k) plan, Honeywell decided 
to transition out of securities lending within your plan. What hap- 
pened? 

Ms. Klausner. A couple of things. One is we had our doomsday. 
We had our crisis, so there were a lot more issues to be reviewed 
at a very high level. When we were looking at what was going on 
with Lehman Brothers and all of the other players that were show- 
ing signs of collapse, one of the things that we looked at was 
whether or not the securities lending funds and the collateral there 
were at risk. Not my personal review, but the review of the invest- 
ment managers who brought the information back to us, said the 
answer was no. As long as we allowed the collateral to stay put and 
we did not try and cash in on it and then ultimately realize a loss, 
we would not be at risk. 

So why did we move out? We recognized that because securities 
lending relationships were going to change, we would no longer in 
the future have an opportunity to get the benefit in the same man- 
ner as we did before. Securities lending would no longer be as — I 
do not want to use the word aggressive — but maybe not as conserv- 
ative. We knew that the fees that were going to be charged and the 
differentials between non-securities lending funds and securities 
lending funds would be a smaller differential. 

And so at some point, the potential benefits of having those 
funds would not really necessarily outweigh the risks, coupled with 
the idea that we were in a gatekeeping situation, as Mr. Meier 
pointed out, not at a participant-directed level. Participants at each 
level were able to make their daily trades if they so chose or if they 
wanted to rebalance on a quarterly basis. They were welcome to do 
that, and there was no impact to them. 

But should we want to, from a fiduciary perspective, add perhaps 
a different investment manager in the same asset class, or if we 
wanted to put a competing one, which was a nonsec lending fund, 
we would have had adverse impact because of the gatekeeping 
measures. 

So given that then economic environment and the one that we 
expected in the then near future, we really believed it was not 
going to be in the best interests of our plan participants. We do, 
however, want to have the door open because, as with everything, 
there is a lot of learning that goes on. There is change in our eco- 
nomic environment, our financial environment, as well as our regu- 
latory and legislative. And we want to leave open the door that 
should it be prudent to allow people to get the benefit as the land- 
scape continues to change, to go back in and provide that oppor- 
tunity to our participants and our retirees so they can maximize 
retirement security. 

The Chairman. Okay. Senator Blumenthal, any other thoughts? 

Senator Blumenthal. No thank you, Mr. Chairman. 

The Chairman. I would like to thank all of our witnesses for 
your presence here today and for your very informative testimony. 
I think we have had a very productive conversation. In light of to- 
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day’s hearing and the findings of our committee investigation on 
securities lending, I would like to make some common sense rec- 
ommendations. 

First, employers, I believe, should increase their knowledge on 
securities lending within their defined contribution plans. The com- 
mittee report outlines a few simple questions that all employers 
should know the answer to. For example, employers should ask 
their fund manager, “Do the investment options within my plan 
participate in securities lending?” They should. I’m not saying we 
should have a law. They should know. 

Number two, the Labor Department should help employers bet- 
ter understand this practice by developing basic information and 
tools for them on securities lending within their retirement plans. 

Three, participants should be given easy to understand informa- 
tion about securities lending to help them make informed decisions 
when selecting investments within their plans. 

And, four, there is currently no comprehensive public data avail- 
able about securities lending, including securities lending in retire- 
ment plans. 

Therefore, we recommend that companies in the business of secu- 
rities lending report information about their business practices to 
the Federal Government. 

I notice you were all writing it down as I was talking. Before we 
conclude the hearing, would anybody have any disagreement on 
those recommendations? 

Yes, Mr. Blount. 

Mr. Blount. Senator, just to reiterate a point I made earlier, I 
think the — if I was an editor, I would offer changing the word in- 
formation into metrics. 

The Chairman. Okay. 

Mr. Blount. Something that is a little bit more precise, relative 
rather than piling on information. 

The Chairman. Good suggestion. 

Mr. Blount. Thank you. 

The Chairman. Yes, Ms. Klausner. 

Ms. Klausner. The only additional comment I would make is 
when you talk about giving participants easy to understand infor- 
mation, and I completely concur that any information they are pro- 
vided must be easily understood. 

I have suggested in other hearings and platforms, I think that 
there is an opportunity here, even as an aging committee, to recog- 
nize that there should be some coordination so that employers, em- 
ployer plans, employer sponsors, third party administrators, you 
know, do not bear the full brunt on educating our community — our 
society — on what it means to invest, whether it’s invest through a 
plan, invest a plan with assets that are or are not with a securities 
lending feature. 

And if there is an opportunity here to recognize, as you said be- 
fore, that our youngest workers need to understand from the first 
day they start worMng and the first day they start earning pay, an 
opportunity to make investments. You know what is out there in 
terms of the current landscape. And that that opportunity is not 
something that should be a burden on employers, plan sponsors, 
third party providers, that we should be players in that oppor- 
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tunity. But perhaps, you know, other departments and other regu- 
latory agencies could participate in getting individuals in society 
prepared so that, when we give them information or disclose to 
them information as workers, they are ready to receive it. 

The Chairman. Well said. 

Mr. Jeszeck. Senator, I would say 

The Chairman. Yes, Mr. Jeszeck. 

Mr. Jeszeck [continuing]. This would be consistent with the find- 
ings of our report. We would support all of those suggestions. I 
think in particular, something we did not talk a lot about in the 
report, but the issue of data. One of the handicaps we had in doing 
our work here was the lack of data, really getting our arms around 
the world of securities lending. How much is going on? Who does 
it involve? How much does it involve defined contribution plans? 
And I think that would be — data in this would certainly, I think, 
make our understanding of the issue and coming out with some so- 
lutions to the extent that there are problems there much more 
easy. 

The Chairman. Yes, you are right. As I am sure you know, we 
refer and cover that in our final recommendation, the accumulation 
of data, so we understand what the dimensions of this whole issue 
are. 

Yes, Mr. Meier. 

Mr. Meier. Senator, my only comment or suggestion would be, 
to focus on informed disclosure or data information with context, 
because I do think it is dangerous, for example, to simply publish 
a list of holdings without context in terms of the benefits of the 
portfolio, or the structures that underlie those specific securities. 

I can give you an example, the Rule 2a-7 disclosure requirement. 
We are required to post our holdings in a money market fund on 
a weekly basis. We do it on a daily basis. But the issue is, if a cli- 
ent looks at a holdings report and sees an asset-backed commercial 
paper conduit, they do not necessarily know who the liquidity sup- 
port provider is, or the due diligence that we have done in the as- 
sets. They do not understand whether it is an appropriate and rea- 
sonable investment. And, frankly, that was what, I believe, started 
or was a considerable contributing factor, to the liquidity crisis in 
August of 2007. It was investors in money funds pulling out of 
money funds because of asset-backed commercial paper holdings 
without context — they had knowledge that they had those holdings, 
but they didn’t have context around the risks associated with those 
conduits. 

The Chairman. Thank you. Good comment. 

Mr. Meier. Thank you. 

The Chairman. Yes, Senator Blumenthal. 

Senator Blumenthal. Yes. Thank you, Mr. Chairman. I think 
those suggestions or recommendations are excellent as a starting 
point, and certainly we may want to consider going beyond them 
based on what we’ve heard and what we may find out. But I think 
the Staff Report, combined with the GAO Report, provide a really 
important source of information and a beginning point. And I 
would support those recommendations as well. 

Thank you. 
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The Chairman. Thank you very much, guys. You have been 
great. 

[Whereupon, at 3:20 p.m., the hearing was adjourned.] 
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Mr. Chairman and Members of the Committee: 

I am pleased to be here today to discuss securities lending with cash 
collateral reinvestment in the context of 401(k) plans. Many of the 
investment options offered by 40l(k) plan sponsors, including money 
market ftinds,' stable value funds, ^ and equity funds, * engage in securities 
lending where some of the assets held in these investment options on 
behalf of plan participants are lent out for a period of time to a thir<l party. 
In the United States, cash is the primary fonn of collateral taken in 
securities lending transactions, and in this testimony, I will be discussing 
investment options that lend plan assets to third parties in exchange for 
cash as collateral that a fund reinvests, or securities lending with cash 
collateral reinvestment. At first glanc^e, the practice of securities lending 
wit h cash collateral reinvestment appears to be a relatively 
straightforward and potentially easy way for plan sponsors and 
participants to increase their return on 40l(k) plan investment options. 

But beneath the surface, securities lending witli cash c:olIateral 
reinvestment can also pose challenges and risks to both plan sponsors and 
plan participants. In our view, transparency and disclosure are important 
preconditions to assist plan sponsors and participants in understanding 
the risks and rewards of such transactions and in making prudent 
decisions about them. 

My statement will focus on the practice of securities lending with cash 
collateral reinvestment in relation to 401(k) plan investments. Specifically, 
I will discuss (1) how it works with 401(k) plan investments, (2) who bears 
the risk of loss, and (3) what are some of the challenges plan participants 
and plan sponsors face and actions that can be taken. My testimony is 
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amount of participants’ contributions, or their principal, wiule also providing steady, 
positive returns s«4: in the ctmtract. 

‘Equity funds comist of pooled investments — including mutual funds and collective 
investment funds (a bank^adminislered trust that holds commingled assets that meet 
specific criteria) — that are primarily invested in slocks. 
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based on our March 20il report, which is being released today.^ Our work 
was conducted in accordance with generally accepted goveniment 
auditing standards. Those standards require that we plan and perform the 
audit to obtain sufficient, appropriate evidence to provide a reasonable 
basis for our findings and conclusions based on our audit objective. We 
believe that the evidence obtained provides a reasonable basis for our 
findings and conclusions based on our audit objectives. 


Background 


Under Title I of the Employee Retirement Income Security Act of 1974 
(ERISA), plan sponsors are permitted to offer their employees two broad 
types of retirement plans, defined benefit and defined contribution. ’ Plan 
sponsois that offer defined contribution plans do not promise employees a 
specific benefit, amount at retirement— instead, the employee and/or his or 
her plan sponsor contribute money to an individual account held in trust 
for the employee. The employee’s retirement income from the defined 
contribution plan is based on the value of his or her individual account at 
retirement, which reflects the contributions to, performance of the 
investments in, and any fees charged against the account. 

The dominant and fastest growing defined contribution plan is the 401(k) 
plan, which allows workers to choose to contribute a portion of their 
pretax compensation to the plan under section 40i(k) of the Internal 
Revenue Code.* According to estimates by industry researchers, 49 million 
Americans were active 401(k) plan participants in 2009 and, by year end, 
40l(k) plan assets amounted to $2.8 trillion.' In most 401(k) plans, 
participants bear the risk of their investments’ performance Bixd the 
responsibility for ensuring they have adequate savings in retirement. 


'GAO, WJCk) Plans: Certain Invcsfwcnt Options <ind Pixictices T7>M May Restrict 
Withdrawals Not Widely Understood, (iAO-n-291 (Washington, D.C.: Mar. 10, 2011). 

'Plan sponsors (hat offer defined benefit ()lans topically invest their own money in the plan 
and, regardlewiof how the plans’ investments perform, promise (o provide eligible 
employees guaranteed retirement benefits, w^hieh are generally fixed levels of monthly 
retirement income ba.sed on years of service, age at retirement and, frequently, earnings. 

‘’In 2010, the federal limit for pretax contributions to 40I(k) accounts was $16,500, and for 
those 50 and over, an additional $5,.500 “tatch-up" contribution. 

Employee Benefit Research Institute. 401(k} Plan Asset Allocation, Account Balaiwes, 
and Loan Activity in 2009, Issue Brief No. 3fW (Washington D.C,: November 2010). 
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Plan sponsors that offer 401(k) plans have responsibilities under ERISA, 
which establish^ that a plan fiduciary includes a person who has 
discretionaiy control or authority over the management or administration 
of the plan, including the plan’s assets.® Typically, the plan sponsor is a 
fiduciary under this definition. ERISA requires that plan fiducimies carry 
out their responsibilities prudently and do so solely in the interest of the 
plan’s participants emd beneficiaries. 

ERISA allows plan sponsore to hire companies that will provide the 
services necessary to operate their 401(k) plans. Service providers are 
various outside entities, such as investment companies, banks, or 
insurance companies that a plan sponsor hires to provide the services 
necessary to operate the plan such as 

• investment management (e.g., selecting and managing the securities 
included in a mutual fund); 

• consulting and providing financial advice (e.g., selecting vendors for 
investment options or other services); 

• record keeping (e.g., tracking individual account contributions); 

• custodial or trustee services for plan assets (e.g,, holding the plan assets in 
a bank); and 

• telephone or Web-based customer services for participants. 

Labor’s Employee Benefits Security Administration (EBSA) oversees 
401(k) plans, educates and assists plan sponsors and participants, 
investigates alleged violations of ERISA, responds to requests for 
inter{)retations of ERISA through advisory opinions and rulii\gs, and 
makes determinations to exempt transactions that would otherwise be 


“Labor’s propt»ed regulations, as of October 2010, would amend the dofmition of an ERISA 
fiduciary, reducing the nuniber of conditiorts that need to be met to be deemed an ERISA 
fiduciary. As such, the proposed regulation, if finalized, would encompass a greater number 
of entities assisting plan sponsors with selecting investment options. Defirution of the Term 
“Rduciary,’’ 75 Fed. Reg. 65,263 (pn)posed Ot:t 22, 2010) (to be codified at 29 (’.F.R. pt 
2510). 

'IRS ^so oversees rarious aspects of40l(k) cont ributions under the Internal Revenue 
Code. 
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prohibited under ERKA.'® However, the specific investment products 
commonly offered in 401(k) plans fall under the authority of the applicable 
securities, banking, or insurance regulators. These regulators include the 
Securities and Exchange Commission (SEC), federal and state banking 
agencies, and state insurance commissioners as follows; 

• SEC, among other responsibilities, regulates securities markets and 
issuers, including mutual funds under various securities laws. 

• Federal agencies charged with oversight of banks — primarily the Federal 
Resen-e Board (FRB), the Office of the Comptroller of the Currency 
(OCC), and the Federal Deposit Insurance Corporation (FDIC), and state 
banking agencies — oversee bank investment products, such as collective 
investment funds (CIF)," which are trusts that pool the investments of 
retirement plans or other institutional investors. 

• State insurance agencies generally regulate insurance products. Some 
investment products may also include oi\e or more insurance elements, 


‘l^bor regulations specify that pjuticipants must be offenid at least three different 
investment options so that they can diversify investments witltin an investnient caregory, 
such as through a mutual fund, and diversify among the investment alternatives offered. 

"a CIF is a bank-administered trust that holds commingled assets that meet specific 
criteria. Each CIF is established under a “plan" that details the temts under which the bank 
manages and administers the ftmd’s assets. The l)ank acts as a fiduciary for the CIF and 
liolds legal title to the fund’s assets. Participants in a CIF are the beneficial owner of the 
fund’s assets. While each participant owns an undivided interest in the aggregate assets of a 
CIF, a participant does not directly own any specific asset held l>y a CIF. CIFs are designed 
to enhance investment management by combining assets from different accounts Into a 
single fund with a specific investmiuit strategy. Many banks establish CIFs as investment 
vehicles for employee benefit accounts, including 40i(k) plans. The operation of CIFs by 
national banks is subject to regulation under OCC regulations. While cortiiin CIFs offered 
by state banks must comply with OCC regulations in onler to qualify for tax-exempt 
treatment [See 26 U.S.C. § 584) those CIFs generally are not limited to employee benefit 
assets. CIFs offered by state banks that consist solely of employee benefit assets such as 
retirement, pension, profit sharing, slock bonus, or other trusts that aro exempt from 
federal income lax must only comply with applicable state law requirements (which may 
include a cross-reference to OCC regulations) and are not required under the tax code to 
comply with OCC regulations. 12 C.RR. § 9.18(a)(2). 

institutional investor is an organization that pools large sums of money and invests 
those sums in seemities, real properly, and other investment assets. Institutional investors 
include bmiks, insurance companies, retirement or pension fimds, hedge funds, 
foundations, mid mutual funds. 
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which are not present in other investment options. Generally, these 
elements include an annuity feature and interest and expense guarantees."* 

Investment options offered by 401(k) plan sponsors, including money 
market funds, stable value funds, and equity funds, may engage in 
securities lending with cash collateral reinvestment. SEC staff, by no 
action letters, effectively limit the percentage of assets in mutual funds 
and money market funds that can be utilized in securities lending 
programs. Other 40i(k) investment options that are not registered with 
SEC, such as some equity, bond, and stable value funds, are generally not 
limited in the percentage of assets that can be utilized by securities lending 
programs. 

Institutions engaged in securities lending for a 401 (k) plan subject to 
ERISA are supposed to take all steps necessary to design and maintain 
their programs to conform to an ERISA exemption that authorizes 
securities lending transactions that might otherwise constitute “prohibited 
transactions” under ERISA. *'■ In general, ERISA prohibits parties-in- 
interest — such as service providere, plan fiduciaries, the emiiloyer, the 
union, owners, offu'ers, and relatives of parties-in-interest — from doing 
business with the plan'® but provides various exemptions to these 


'■'in the United Stat(‘S, an annuity contract is created when an insured party, usually an 
individual, gives an insurance company money that will later be <listributed back to the 
insured party over time. Annuity contracts traditionally provide a guaranteed distribution 
of income over time, until the death of the person or persons named in the contract or until 
a final date. 

‘^Thcrcare many types of 401 (k) investment options, ittduding real estate, mutual funds, 
money market funds. CIFs, balanced funds, and stable value funds. Labor reports that, in 
recent years, there has been a dr^atic increase in the number of investment options 
typically offered under 401(k) plans. ERISA does not prohibit a plan from offering any type 
of investment to its participants, but it gives plan sponsor.s flexibUity to choose the 
investments to be offered through their 40 l(k) plans. Specifically, Tit le I of ERISA does not 
proscribe or prohibit typ(*s of investment products or options, but plan sponsors mu,st 
conduct due diligence and prudently select the investment options they want to offer their 
participants- 

' 'Prolubited Transaction Exemption (PTE) 2006-10; Ckiss Exemption to Permit Certain 
lx)ans of Securities by Entpioyee Benefit Plans. 71 Fed. Reg. 03,786 (Oct. 31, 2006). 

“’29 U.S.C. § 1 106. Prohibited transactioas under ERISA include a sale, exchange, or lease 
between the plan and paity-in-interest; lending money or other extension of credit between 
the plan and pauty-in-interest; and furnishing got>ds, services, or facilities between the plan 
and party-in'interest, among other prohibited transactions. Labor may grant administrative 
exemptioas from the prohibited transaction provisions of ERISA. 
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prohibited traiis^tions.'' Some of the exemptions provide for dealings 
with banks, insurance compairies, and oti\er financial institutions essential 
to the ongoing operations of the plan. Labor issued Prohibited Transaction 
Exemption (PTE) 20(^16 to allow the lending of securities by employee 
benefit plans to certain banks broker-dealers and to permit the 
payment of compensation to a lending fiduciary for services rendered in 
connection with loans of plan assets that are securities. 


Securities Lending 
with Cash Collateral 
Reinvestment Is 
Utilized with 401(k) 
Plan Investments 


Securing lending is a transition where some of the assets held in 401(k) 
investment options on behalf of plan participants are lent out for a period 
of time to athird party.'® Investment options offered to 401(k) plan 
participants can earn greater returns if these investment options 
temporarily lend out their underlying securities and invest the cash 
received as collateral for the loan.'" For example, a 401(k) investment 
option that mimics the S&P 500 index fund will hold the same stocks in 
approximately the same ratio as they are included in the S&P 500, in an 
attempt to approximate the return of the S&P 500. There will always be a 
gap between the S&P 500 and a 401(k) index fund that tries to 
approximate the returns of the S&P 500 by buying and selling stocks to 
maintain the same values as are held in the S&P 500."" These index funds 
may try to decrease the gap by earning a greater return on the stocks they 
hold by temporarily lending out the securities and then investing the cash 


’’ERISA provides a number of detailed exemptions to its prohibited transaction provisions 
and permits Labor to establish additional ones. 29 U.S.O, §1108. 

"‘Jrt'E 2006-16. This exemption permits the lending of secvirities owned by an employee 
benefit plan to persons wlio would otherwise constitute a “party in interest’' with respect, to 
such plans, provided certain conditions specified in the exemption are met. Under those 
conditions, neither the borrower nor an affiliate of t he borrower cait have discretionary 
control over the investment of plan assets, or offer investment advice concerning the 
a.ssets, and the loan must be made pursuant to a written agreement, llie exemption also 
ostabbshes a minimum acceptable level for collateral based on the market value of Ute 
loaited seciuities and permits compensation of a fiduciary for services rendered in 
coniiocUon wliit loans of plan assets that are securities, However, according to Labor, the 
exemption does not address or provide any relief for the reinvestment of crash collateral. 

' ‘I’artic-ipanls also still retain all the benefits of ownership of the lent securities, including 
rights to dividends, int.erest payments, corponite act ions (excluding prcjxy voting), and 
market exposure to unrealized capital gains or losses. 

■’"Collateral for the loan could also be securities; however, throughout the testimony we 
describe securities lending when cash is taken as collateral for the loan since it is the 
primary form of collateral accepted in the United States. 

■‘This gap, also known as “tracking error," is caused by, among other things, fund expenses, 
such as investment advisory fees, and brokerage expenses, that the index itself would not 
have. 
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collateral ti\ey receive. Table 1 defines the various parties involved in a 
typical securities lending transaction. 

Table 1 : Various Parties involved in a Typical Securities tending Transaction with Cash Collateral Reinvestment 

Entity 

Role 

Plan participants 

Plan participants contribute to their 401 (k) and direct that contribution to certain investment 
options. In 401{k) plans, the assets are held in trust for participants. 

Plan sponsor 

A plan sponsor chooses which investment options to offer to its parficipanis and, when making that 
choice, may decide whether to offer investment options that engage in securities lending. 

Plan service provider 

A plan service provider purchases secunties on behalf of 401 (k) plan participants. May act as 
securities lending agent.* 

Securities lending agent 

The securities lending agent may coordinate loans of securities, hire a manager to invest cash 
collateral, and often takes on counterparty risk — or the risk that the borrower will fail to return the 
securities— on behalf of the plan. May be an affiliate of the custodian, i.e,. an entity, usually a bank, 
that has legal responsibility for safekeeping a plan's securities. 

Borrower 

The borrower contracts with a broker-dealer to acquire the securities it needs to cover its 
obligations. The broker-dealer can also be the borrower. There are many reasons why an entity 
might seek to borrow securities, including for “short" sales, i.e., borrowing a security from a broker 
and selling it, with the understanding that it must be bought back and returned to the broker. Short 
selling is a technique used by investors who try to profit from the falling price of a stock. 

Broker-dealer 

The broker-dealer borrows securities on behalf of its customers, providing cash as collateral to the 
securities lending agent." A broker-dealer is a company or other organization that trades securities 
for its own account or on behalf of its customers. Although many broker-dealers are “independent" 
firms solely involved in broker-dealer services, many others are business units or subsidiaries of 
commercial banks, investment banks or investment companies. When executing trade orders on 
behalf of a customer, the institution is said to be acting as a broker. When executing trades for its 
own account, the institution is said to be acting as a dealer. 


Cash coilateral pool manager The cash collateral pool manager invests the cash provided as collateral for the borrowed 

securities in order to earn additional return for the securities lending agent during (he period of time 
that the securities are borrowed. The securities lending agent can be the cash collateral pool 
manager, but usually it is an affiliate of the securities lending agent. 


Sourc« GAO 

‘Custodial banks commonly provide securities lending services to defined benefit and defined 
contnbution plans. 

'’If the price of the lent secunty increases while the loan is outsiandmg, the borrower will be required 
to increase the corresponding amount of cash collaterat in order to ensure a certain percentage 
coverage of the security's value. The lender also has responsibilities with respect to the cash 
collateral. These terms are generally desaibed m a Master Securities Lending Agreement, which is 
entered into between the lending agent and the broker-dealer. 

Securities lending w'ith cash collateral reinvestment can be done through 
separate or commingled funds. Maify investments offered under 401(k) 
plans pool the money of a large number of individual investors into funds 
called commingled or pooled accoiu\ts, whicth include ClFs or mutual 
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funds, which designed to combine the assets of unrelated retirement 
plans to enable participants to diversify and gain the advantages that being 
part of a latter fund affords, such as greater profits and lower costs. With 
these accounts, the manager of the commingled account makes the 
decision to engage in securities lending, so the plan participates in t he 
lending activities indirectly. Larger 401(k) plans, however, are more likely 
to structure their investments as separate accounts. With separate 
accounts, it is the plan sponsor who chooses whether or not to participate 
directly in a securities lending program by lending out the plan assets held 
in the separate account. Figure 1 shows how securities lending with cash 
collateral reinvestment is done through a commingled fund, or when the 
plan sponsor is not directly engaging in securities lending. A securities 
lending arrangement follows certain steps: 

1. Plan participants invest in a GIF or mutual fund. With these 
commingled accounts, the plan participants own a share in a pool of 
assets held in the account, and the commingled account owns the 
assets in the account. The commingled account ntanager (or mutual 
fund provider in the case of a mutual fund) makes the decision about 
whether to engage securities lending. 

2. The securities lending agent, tlie keeper of the commingled account’s 
securities (sometimes the plan's service provider), sets up an 
agreement with the account manager of the comntingled account (or 
the mutual fund provider in the case of a mutual fund) specifying many 
things, including the split of the gains from the transactions. 

3. The securities lending agent also sets up a Master Securities Lending 
Agreement with a broker-dealer, who is seeking to borrow securities 
on behalf of a client. 

4. The broker-dealer provides cash as collateral to the securities lending 
agent, for the length of the agreement, which would specify, among 
other things, that the lending agent has responsibility with respect to 
the cash collateral.*^ 


"The amount of collateral provided by the broker-dealer may depend on the type of 
serrurity being lent For U.S. seciuritit^ a tj'pical collateral rate is 102 percent, for 
international securities, it is 105 percent of the value of the securities being lent out. 
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5. The securities lending agent, then, reinvests the cash received from the 
broker-dealer to earn an additional return. The lending agent selects 
and purchases investments within any guidelines set out in its lending 
^reement with the commingled fund. Guidelines for reinvestment of 
cash collateral could include the types of investments allowed and 
other parameters, such as the credit quality of those investments. The 
securities lending £^ent may reinvest the cash in a separat e account 
that it or an affiliate manages, or it may reinvest the cash in a 
commingled collateral [)ool managed by a cash collateral pool 
manager, wliich could also be an affiliate of the securities lending 
agent. If ti\e lending agent chooses to reinvest the cash in a 
commingled collateral pool, the cash collateral pool manager chooses 
the investments included in the pool within the inv'^estment parameters 
of the pool. However, plan sponsors that offer investment options that 
eng£^e in securities fending with cash collateral reinvestment are 
responsible for ensuring that the investment option is prudent for their 
participants and may take steps to monitor the gains and losses. 

6. Wien the broker-dealer returns the security, the lending agent returns 
the funds to the broker-dealer on behalf of the plan. Any gains from the 
cash collateral reinvestment are split between the securities lending 
agent and the plan participant. With a commingled account, gains and 
losses from cash collateral reinvestment are passed through to the 
participant by increases and decreases in the value of the participant's 
shares in the commingled account (i.e., through the net asset value of 
the mutual fund shares in the case of a mutual fund). Before the plan 
participant receives any return from the cash collateral pool 
investments, however, the securities lending agent, broker-dealer, and 
cash collateral pool manager will each receive either a fee or a rebate 
for their part of the t ransaction. 
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Figure 1 : Example of a Simple Securities Lendirtg with Cash Collateral Reinvestment Transaction 


El Participant 

*“ sends cash to 
pian sponsor to 
be invested in a 
401 (k) plan. 



Participant 


m 



n Aclingtisaaecvrittes tending agent, 
M servi^ pro^sr n.ay lend some o r <; 
... secudUee lD'%.broker-d8a!e( 


Sroloti^oater borrows a 
needed security O'' bcha'i 
of a CiiSfomer tn excnai-ge 
for casit as collate 'al aitd 
a promisa to return f-'e 
security at a future c.tate 


Securtty 


Collateral 


fsStjm.the securities 
sMs Aecasb coUateiai. 


Plan service provider 


.Cadrcolldteral pool 
manage' ' s 

as an of 
^-securities tending 
Soef^-htansges die 
•#^ent of the cash 


Collaten 


Gains or losses‘ 


ir d^it ^twns the security, 
tfte-ca^e^ as eoltateral. 


Plan sponsor, usually 
employer, sends cash 
to plan service provider 
to purchase shares in 
401 (k) plan on behalf 
of participant. 


Plan sponsor 


n Pian s^fce provider 
buys secufittes wi behaH 
erf the plan and h<rfds 
these securities ^ 
those of ottier investore 
in a poerf of a 




Source: GAO interviews and ertetysis of the practice of secuitUes lending with cash ootlsteral telnvsstrnsnt. 


A direct securities lending arrangement works in a similar manner as an 
indirect securities lending arrangement, except that the plan sponsor or 
designated fiduciary has a more direct role. In a direct securities lending 
arrangement, such as when a plan offers an index fund through a separate 
account for its 401(k) plan participants, the plan sponsor engages directly 
with the securities lending agent, selects investment guidelines for the 
cash collateral reinvestment, and monitore the securities lending agent and 
the gains and losses from cash collateral reinvestment Also, the gains and 
losses are realized directly by participants, since they own the assets of 
the separate account, again after the securities lending agent, broker- 
dealer, and cash collateral pool manager have received their fees or 
rebates. 
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Cash Collateral Pool 
Losses Are Borne By 
Plan Participants in 
Securities Lending 
Programs While Gains 
Are Shared 


Participants bear the ultimate risk of loss from the cash collateral pool 
investments in the case of securities lending with cash collateral 
reinvestment While securities lending agents may bear counterparty risk 
from securities lending activities with cash collateral — i.e., they may 
reimburse plan participants for losses caused by borrower default — they 
generally do not reimburse plan participants for losses that the cash 
collateral reinvestment pool may suffer. This risk remains with plan 
participants. Figure 2 illustrates a breakdown of the losses and returns 
that participants receive, as well as how and when the securities lending 
agent, broker-dealer, and cash collateral pool manager are paid. 


'■‘Panicipants ultimately bore the risk of loss from market risks of tlie cash collater al 
portfolio — the potential for portfolio losses resulting from the change in value of stock 
prices of the portfolio’s assets, irrtcrest rates, foreign exchange rates, and commodity 
prices — but were only provided with a portion of the return generated as a result of the 
risks taken on their behalf. 
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Figure 2: Gain or Loss Earned on Reinvestment of Cash Collateral from Securities Lending in Differing Market Scenarios 


The profit or loss taken by plan participants on the same $2,500 investment varies with the annual return earned by cash collateral pools. 

Scenario 1: The cash collateral pool Scenario 2: The ca^ coli^r^ pool Scenario 3: The cash collateral pool 

earns a 4 percent return over the year ( 4 S 100 ) earns 3 percent Interest over the year (+$75) loses 3 percent over the year (-$75) 


$7 Profit to participants 

(80% of gross profit) 


-SI .75 Profit to securities 
lending agent 

(20% of gross profit) 


S8.75 profit 



$16.25 Lobs to participants 

(100% 0 } total toss) 


$0 Profit to securities lending agent 

(0% Of total less) 


f- $3.75 

% I Fee to collateral 
pool manager 

05 basis poims)i> 


i^The collateral pool manager receives a 
$3.75 fee for managing the collateral pool, and 
the broker-dealer receives a S87.S0 rebate. 

® After those fees are paid. $8.75 In gross 
profit is earned from the cash collateral pool. 

® Plan participants receive 80 percent of that 
gross profit ($7), and the securities lending 
agent retains the remaining $1 .75. 



$1 66.25 Loss to partici;»nts 

( 100 % of total loss) 


$0 Profit to securities 


n 


$75 

Loss on 
Investment 


$3.75 

", Fee to collateral 
I pool manager 

: (15 basis points) 


BThe collateral pool manager receives a 
$3.75 fee for managing flie collateral pool, and 
the broker-dealer receives a $87.50 rebate, 
e Flan participants are responsible for making 
up the $16.25 that is needed to ensure the fee 
and rebate are paid. 


»Th6 collateral pool manager receives a 
$3.75 fee for managing the collateral pool, and 
the broker-dealer receives a $87.50 rebate. 

« Plan participants are responsible for making 
up all of the original $75 ioss, in addition to the 
$3.75 fee and $87.50 rebate, for a total loss of 
$166.25. 


Source: QAO Iriervleiw end anafysis of »e pradice of seeuriBes teodlog wtin cash coilaterel reinvosimeM. 

Note: All Of these scenarios are based on certain assumptions. The rates were chosen to depict a 
situation that may have been in effect in the years/months prior to and at the beginning of the crisis in 
2008. While today’s rates may vary from the rates depicted here, the distribution of gains/losses wili 
not likely differ materially for the same f^ erf securities loan. Thus, in this example, 

• The securities lenfSng agent contracts with (1) the plan sponsor to ailow the plan’s assets to be 
lent and (2) with the broker-deaier to tend the assets, 
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• The secuniy l»it is nc4 a "speciar security — or a security that is sought after in the market by 
borrowers, 

• The total amount cash collateral as a result of the securities lending transaction, $2,500, is 
provided by the brcAer-dealer at the beginning of the year and the securities lending transaction 
remains in effect thnxighout the year. 

• The securities lendng agent reinvests all of the cash collateral provided by the broker-dealer m a 
cash cdlatersd pool managed by the collateral pool manager, who charges 1 5 basis points of the 
t(^al amount of cash d^laterey to manage the pool ($3 75), 

• The brcAer-dealer is promised a rebate— an annualized return of 3.5 percent interest on the total 
amount of cash collateral they provide over the year ($87.50), and 

• The plan sponsor agrees to an 80/20 revenue sharing split between plan participants and the 
securities lending agent, which means that participants gel 80 percent, and the lending agent 
gets 20 percent of the revenue earned from the cash collateral pool after fees are paid. 

Typically, the rate promised to the broker-dealer as a rebate is based on a benchmark rate, such as 
the federal funds rate or LIBOR artd is not typically provided in a one-time payment as shown in the 
gra[:*ic, but itwre likely paid on a daily or monftly basis. The greater the demand for the security 
being lent, the lower the rebate paid to the broker-dealer. "Special" securities that have an extremely 
high bwrowing demarHl, or that are in short supply and therefore hard to borrow, can obtain 
"negative" rebates, requiring the borrower to not only pledge cash, but also pay a fee to plan 
participants. 

'15 baas points is the same as 0.15 percent. 

In the last few years, risky assets in securities lending cash collateral pools 
caused realized losses for participants."* These losses occurred because 
the cash collateral pools’ assets lost value and became difficult to trade/'’ 
As a result of the losses in the cash collateral pool investments, the pools 
were not worth the amount that the investment option needed t;o return 
the cash collateral and pay rebates to borrowers."’' A recent industry 
publication estimated that unrealized losses in securities lending cash 
collateral pools affected most pension plans and many defined 
contribution plans, but some 401(k) plans also experienced realized cash 


'‘Those assets may not liave been j-ierceived as risky when they were acquin'd and, in fact, 
may have complied with the plans' or the investment options managers’ investment 
guitlelines covering cash collateral reinvestment, While lending agreements between 
sponsors and .setmrities lending agents are tyTiically set up to specify investment guidelines 
for im c-sting the ca.sh collateral, some investment guidelines were very broad and therefore 
provided some tlLscretion to the lending agent or cash collateral pool manager. 

' 'Losses may have been realize(i or unrealized. Realized losses are generally reflected as a 
decline in the value of the investment option, whereas unrealized losses are generally not 
reflected in the value of tlie investment cation until realized. 

is known as a “collateral deficiency” anti, as used here, occurs when the securities 
lending agent determines that a substantial portion of tlie invested collateral is so impaired 
that It will be insufficient to repay borrowers upon redemption. 
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collateral pool losses in 2008.” For example, some 401(k) investment 
options that were registered with SEC, such as mutual funds, experienced 
realized and unrealized cash collateral pool losses, where the realized 
losses were included in the net asset value of the registered investment 
option. 

In addition, some cash collateral pool managers invested in assets that 
increased the risk of the cash collateral pool investments. These assets 
were of questionable credit quality or required a longer duration of 
invcstn^ent than the typical plan assumed were in the cash coOateral pool. 
For example, prior to September 2008, some pools had invested in Lehman 
Brothers Holdings, Inc., securities that became almost worthless in 2008.^^ 
Furthermore, we found that plan sponsors may have also had the incentive 
to offer investment options that lent securities more aggressively because 
those investment options offered higher returns, yet were still marketed as 
relatively “risk free ” Thus, in trying to offer participants investment 
options that provided competitive returns, plan sponsors may have 
searched out investment options that may have, as a result of securities 
lending with cash collateral, increased participant risks in seeking higher 
returns.® 

Securities lending agents also typically do not bear the risk of loss of the 
collateral pool, yet they gain when the collateral pool makes money and, 
as a result, may have been encouraged to take more risks wifb the 
underlying assets of the investment options — both by investing in riskier 
assets and by delaying the sale of those assets. Broad cash collateral 
reinvestment guidelines specified by the plan sponsor or commingled 
account manager in the lending agreement with the securities lending 


^Christine Williamson. “Pension Funds Stung By St'curities Londiitg Mcs.s,” Pensions and 
Investments (Now York, N.Y.: Feb. 9, 2(XH)). 

"''While Lehman may have had a high credit rating inunediaiely prior to its bankniptcy, that 
rating may have been based on materially misleading periodic reports. In fact, the report of 
the Examiner in Lehman’s bankaiptcy proceedings staled that "unbeknownst to the 
investing public, rating agencies. Government regulators, and Lchtnait’s Board of Directors, 
Ix?hman reverse-engineered the fum’s net leverage ratio for publir; consumption.” 

■ 'Many mvei»tment options, by design, invest in securities with some risk. If the seciuities 
arc lent out, and the cash collateral is then invested in risky securities, it creates a 
leveraged situation where $1 invested in the fund is exposed to more than $1 of risk. To 
the exU'nt fh^ returns on the two sets of risky assets are correlated, a market dowiUum 
could result in both the lent securities, and the crjllaleral investments, suffering losses at 
the same time. 
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agent may have allowed some securities lending agents to choose more 
aggre^ive reinvestment strategies when more conservative approaches 
were availabie. Some securities lending agents have reported large 
portions of their annual revenues from the returns earned by cash 
collateral reinvestment activities for their institutional investoi^, including 
401(k) plans.** For example, in 2008, one of the largest securities lending 
agents reported that its revenues from such lending were over $1 billion. 

Participants can also earn a return in a securities lending transaction with 
cash collateral, but it is not symmetrical to the loss that participants can 
incur from cash collateral pool Investment losses. As shown in figure 2, 
partkipants only receive a portion of return, while broker-dealers and 
securities lending agents may obtain most of the gains earned on cash 
collateral reinvestment.®* Participants also only receive a return when the 
reinvested cash collateral earns more than the amounts owed to (1) the 
cash collateral pool manager as a fee for managing the cash collateral 
pool, if any, and (2) the broker-dealer as a “rebate." The plan sponsor 
agrees to a split of the remaining return between the securities lending 
agent and the plan participants in various proportions, such as 80 percent 
to the participants, and 20 percent to the securities lending agent. The 
amount that the plan receives can serve to offset custody fees and 
administrative expenses or to simply enhance participants’ portfolio 
returns. 


lending agent typically absorbs the operational expenses associated with providirig 
the service. 

“According to individuals we interviewed, broker-dealers may negotiate to receive a rebate 
from the securities lending agent of some of the ret jim earned on t he reinvestment of cash 
collateral because they would have earned a short-term rate of return on the cash they 
provided as collateral If they had kept it in their possession. However, since they are 
providing the cash ^ coUMeral, they are not able t o earn interest, on it:. 
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More Transparency 
and Disclosure May 
Help Plan Participants 
and Plan Sponsors 
Face Challenges with 
Securities Lending 
with Cash Collateral 
Reinvestment 

Participants may be unaware that their 40 1 (k) plan’s investments are 
utilizing securities lending with cash collateral reinvestment. Infonnation 
regarding securities lending with cash collateral reinvestment is generally 
buried deeply within the pages of investment option documents that 
participants receive. For example, we found, in one mutual fund’s annual 
report, the fact that the investment option engages in securities lending 
was disclosed on page 68 of a 90-p^e document. Moreover, as shown in 
figure 3, documents from an index fund registered with SEC, disclosed 
pertinent information about securities lending on page 14 of a 52-page 
document of a supplementary document to a mutual fund’s prospectus, 
wliich 401(k) plan participants do not receive automatically, ’^ Therefore, 
participants may never sec information on securities lending, and the 
disclosed infonnation on securities lending may be embedded in massive 
documents of varying degrees in which they would have to know what to 
look for and also understand what the documents arc disclosing about 
securities lending. Furtheimore, as written, information regarding 
securities lending with cash collateral reinv(‘stment may give the 
inipression that any financial risk to plan assets is low when this may not 
be the case. 


Participants Are Unaware 
of Securities Lending with 
Cash Collateral 
Reinvestment 
Arrangements and the 
Risks Such Arrangements 
Pose to Them 


‘mic 52-pagc document is ihe “Statement of Atiditional Information" (SAI), which is a 
supplementary document to a mutual fund’s prospectus, that contains ad^tionai 
information about the mutual fund and includes further disclosure regarding its operations. 
In general, 401(k) plan participants do not receive the SAI or the prospectus automatically, 
although plan sqjonsors do receive a prospectus, as do retail investors. There was also a 37- 
page annual report, as well as a 40-page prospectus for the index fiuid. 
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Rgure 3: Example of a Securities Lending Disclosure in Registered investment Option’s Required Disclosures 


Excerpt from page B-1 4 of one S2-page “Statement of Additional Information” (text shown actual size) 


■f' Secimtses Lsndmg. A fund may lend its invesiment s^urities to qualified institutional investors {typically brokers, \ 
^ dealers, banks, or other finarwiai institutions) who may need to borrow securities in order to complete certain 
^ transactions, such as coverirtg short sales, avoiding failures to cieliver secairities, or completing arbitrage operations, Bv 
) lending its investment securities, a fumi attempts to irwresse its net investment irKxjme through the receipt of interest 
I on the securities lent. Any gain or toss in the market |»ice of the securities lent that might occur during the tenri of the 
/ loan would be for the account of the fund, if the bonower defaults on its obligation to return the securities lent because 
I of tnsdvency or other reasons, a fund could exf^rience delays and costs in recovering the securities lent or in gaining 
I access to the collateral. Thesedelaysandcosts could be greater for foreign securities, If a fund is not able to recover the 
\ securities lent, a fund may sell the cdlatera! and jxirc^«se a replacement investment in the market. The value of the 
/ Golletera! ccHjld decrease below the value of the replacement investment by the time the replacement investment is 
\ purchased. Cash received as cdlateral throi^ loan transactions may be invested in other eligible securities. 

I this cash subjects that investrr>ent to market appreciation or deixedation. 


} The terms and the structore of the loan arrangements, as well as the aggr^ate amount of securities loans, must be N 
consistent with the 1940 Act, and the rules or interpretations of the SEC thereunder, These provisicms limit the amount 
of securities a fund may lend to 33 1/3% of the fund's total assets, and require that (lithe bofTOwer pledge and maintain 
with the fund collateral consisting of cash, an irrevocsbie letter of credit, or securities issued or guaranteed by the U.S. 

1 government having at ell times not less than 100% of the value of the securities lent; (2) tlie borrower add to such , 
collateral whenever the price of the securities lent rises (i.e., the borrower "marks-to-market" on a daily basis); (3) the ^ 
loan be made subject to termination by the fund at any time; and (4) the fund receive reasonable interest on the loan 
(which may include the fund's investing any cash collateral in interest bearing short-term investments), any distribution 
j on tfia lent securities, and any increase in their market value. Loan arrangements made by each fund will comply with ail 
other applicable regulatory requirements, including the rules of the New York Stock Exchange, which presently require 
the borrower, after notice, to redeliver the securities within the norma! settlement time of three business days, The 
advisor will consider the creditworthiness of the borrower, among other things, in ma)ctr»g decisions with respect to the 
lending of securities, subject to oversght by the board of trustees. At the present time, the SEC does not object if an 
investment company pays reasonaWe negotiated fees in connection \wth lent securities, so tong as such fees are set 
forth in a written contract and app>foved the investment company's trustees. In addition, voting riglits pass with the ‘ 
I lent securities, but if a fund has knowledge that a material event will occur affecting securities on loan, and in respect of 
^ which the holder of the securities will be entitled to vote or consent, the lender must be entitled to call the loaned 
^ securities in time to wte or ccxisent. 


SoiHce: GAO (Keseniation o< a private investment company’s Statement ol Acklltional Information for ar 


I^abor’s recently issued participant disclosure regulations will undoubtedly 
affect the disclosures participants receive. Paiticipants wiQ receive core 
information about investments available under the plan, including 
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performance and fee information, in a chart or similar fonriat designed to 
facilitate investment comparisons.^ However, since these regulations 
require only disclosure of investment options, and not all practices utilized 
by those investment options — of which securities lending is one practice — 
it is unclear how much or to what extent securities lending fees and risks 
will be discussed in these disclosures. There is nothing in these 
regulations that e3q)iiclUy requires plan sponsors to disclose information 
on the risks of securities lending with cash collat eral reinvestment or 
wlthdraw£d restrictions that can result from securities lending.'^ Without 
better disclosures about securities lending with cash collateral 
reinvestment, participants may continue to be unaware of the practice of 
cash collateral reinvestment and the risk it poses to their 40i(k) balances, 
such as ultimately being responsible for the risk of loss of tlie cash 
collateral pool investments. 

One way industry exports have suggested t o help protect participants’ 
401(k) retirement savings when placed in investments that utilize 
securities lending with cash collateral reinvestment is by limiting the 
percentage of 40l(k) plan assets that could potentially be loaned out at 
any one time. Industry experts we talked to stressed the importanc*e of 
limiting the amount of 401(k) assets that can be subject to securities 
lending, similar to SEC staffs limits on lending by mutual funds. SEC staff 
no-action letters effectively limit the amount of assets that can be lent 
from a mutual fund at one time to one-third of the fund’s total asset value. 
Furthermore, SEC limits the amount of total mutual fund assets and 
money market fund assets that can be invested in illiquid securities, such 
as some asset-backed securities that do not trade on exchanges and do not 
have an accessible market for buyers and sellers, to 15 percent and 5 
percent, respectively.* However, there are no comparable regulations that 
limit the total amount of 40 1 (k) plan asvsets that can be lent or invested in 
illiquid securities. 


^'29 C.F‘.R.§2550.404c-l. 

‘^Between 2007 and 2010, some plan sponsors atid participants were restricted from 
withdrawing their plan assets from certain 401(k) investment, options, for various reasons. 
VViihdraw'al restriedwts, in general, may have prevcnie<l some realized losses during the 
period of the restrictions. 

'The term “iUiqxiid security" generally includes any security that cannot be sold or 
disposed of promptly and in die ordinmy course of business without, taking a reduced 
price. A security is considered illiquid if a fund cannot receive tlie amount at which it 
values the instrument within 7 days. 
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Plan Sponsors May Not be 
Aware That Investment 
Options Utilize Securities 
Lending Arrangements or 
of the Risks Such 
Arrangements Pose 


Plan sponsors may not know whether their investment options offered to 
plan participants engage in securities lending with cash collateral 
reinvestment. For example, 17 of the 74 plan sponsors who responded to 
our brief poll *® responded “no” to our question about whether their 
investments that engage in securities lending had disclosed to them that 
this investment practice was a possibility. An additional 20 plan sponsors 
responded that they were not sure whether this informat ion had been 
disclosed. Other industry officials have expressed similar concerns. One 
large investment consulting firm stated that many of its plan sponsor 
clients may not be aware that their investment options utilize securities 
lending programs. An industry expert we spoke to, who is also a 401(k) 
plan sponsor, admitted that he did not know w'hethor the investment 
options offered through his plan engaged in securities lending. Another 
industry expert told us that there were poor communications between 
investment option managers and lending agents (e.g., custodial banks) — 
investment option managers did not ask the right questions about how the 
cash collateral was being invested, and custodian banks who acted on 
behalf of investment options’ managers thought their customers were 
educated enough to understand that the cash collateral posted by 
borrowers was invested in collective investment pools. 


Indust ry experts told us that many plan sponsors are also unaware of the 
risks involved with the cash collateral reinvestment portion of their 
service providers’ securities lending programs, or may not fully 
understand the risks. Recent litigation involving banks that engage plan 
assets in their securities lending programs illustrates instances where plan 
sponsors may not have understood t he practice of securities lending, and 
where parties involved, under minimal senatiny, may have taken additional 
risks with plans’ assets. Over the past few years, plan sponsors and others 
filed lawsuits against Northern Trust., State Street, JP Morgan, Bank of 
New York Mellon, Wells Fargo, U.S. Bank, and Wachovia for allegedly 
violating their fiduciary, contractual, and other legal responsibilities in 
losing millions of dollars for the investment funds in their securities 
lending contracts. Most of the lawsuits involve tlie loss of cash collateral 


"’GAO conducted a poll in coordination with Hansponsor Magazine (Plansponsor) and 
asked plan sponsors about withdrawal restrictions in t.iicir plans. The poll respondents 
were members of fiamponsor's subscription list, and their responses cannot be 
consiilered represenuaivc of the overall population of401Ck) plan sponsors. Our main use 
of this information was to better inform our understanding of these issues from a plan 
sponst>r perspective and to design our subsequent audit, work. Because of the 
methodological limitations and low nt^onse rate of this poll, this information is anecdotal 
and represents only the views of 74 members who responded to our poll 
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invested by the ciKtodiaii banfc; in tlieir securities lending programs. Plan 
sponsore allege that they were intentionally misled by their custodian 
banks as to where tireir cash collateral was being invested. Critics of these 
plaintilTs lawsuits say that the plan sponsors are simply disgmntled 
customers seeking to recoup unavoidable investment losses from banks 
that have profited from their plans’ assets.'’' 


SEC and Private Sector 
Entities Are Seeking to 
Make Securities Lending 
Arrangements More 
Transparent 


SEC and others in industry are already talcing steps to address certain 
issues related to securities lending. SEC and the Financial Industry 
Regulatory Authority (FINRA) * are working on proposals for additional 
disclosure on securities lending. The Dodd-Frank Act calls for the SEC to 
promulgate rules no later than July 21, 2012, that are designed to increase 
the transparency of infonnation available to brokers, dealers, and 
investors with respect to the loan or borrowing of securities. Such rules 
would result in improved disclosure in connection with securities leiiding. 
FINRA is also looking at promulgating rules that will ensure that broker- 
dealers allow customers to fully understand all the risks involved and that 
will focus on disclosing things from potential conflicts to restrictions firms 
may have on liquidating securities.^® 


Some securities lending agents have already begun to implement various 
changes to their securities lending programs and the way they manage 
cash collateral. These changes have come as a result of securities lending 
agents, who have recently reported that some plan sponsors that they 
service have not only requested more disclosure about securities lending 
and cash collateral pools but have also requested that their securities 
lending programs take on loss risk. For example, one securities lending 
agent is calling for a “back to baskrs approac:h" with the focus on 


’"We have not verified the status of any of these cases. 

"TINRA is the largest, independent regulator for all securities firms doing business in the 
United States. It oversees nearly 1,600 brokerage firms, 16-3,000 branch offices, and 631,000 
regislen^d securities representatives. Its chief role is to protect investors by maintaining Uie 
fairness of the IXS. capital markets. 

"Pub. L. No. 1 1 1-203, § 984(b), 124 Stat. 1376, 1933 (2010), ecKlified at 1.6 U.S.C. § 78j note. 
The new act does not limit the authority of the federal banking agencies to also prescribe 
nilcs regarding the loan or borrowing of securities. 

^"FINRA has also asked for input on how to create an ADV-iike form for broker-dealers, 
which is the key disclosure document used by investiiienl, advisers that requires detailed 
disclosures of services, conflicts, and fees. 
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protecting principal and maintaming liquidity while generating incremental 
returns for participants. Securities lending agents stated that going 
forward, cash collateral pools would likely be of shorter duration and have 
more standardized guidelines of what they could invest in. They also said 
that these guidelines could possibly be structured along the lines of SEC’s 
liquidity requirements for money market funds, imder which, among other 
tilings, money market funds must maintain minimum daily and weekly 
asset positions.'*' Widi these changes, they believe that 401(k) plan 
participants could receive some protection from the losses and withdrawal 
restrictions that, they recently experienced. 

Despite these efforts, it is unclear whether the improved disclosures will 
provide infonnation about the gains and losses from securities lending to 
investors and other slakeholders, including plan participants and plan 
sponsore. Currently, banking regulators do not require banks, who are 
often securities lending agents, to report, gains or losses from t heir 
securities lending programs. Although the financial Accounting Standards 
Board requires banks to make publicly available this infonnation in their 
financial statements, the information is not reported to any federal 
regulator and is also not broken out by type of plan. The Federal Financial 
Institutions Examination Council'*' supervisory policy on securities lending 
stipulates that information on securities borrowing and lending 
transactions should be made publicly available by commercial banks in 
their financial statements. However, banks do not break out this 
information by type of plan and may only provide the infonnation as a 
summary total that includes other revenue streams, such as investment 
advisory and administration fees, making it difficult to determine, as we 
found, revenue specific to securities lending. 


^'SECs nJe 2a-7, wliich governs money niarket funds, requires that these funds maintain at 
least 10 percent of their assets In cash, U.S. Treasury securities, or securities that mature or 
cati be converted to cash within 1 business day, attd at least 30 percent of their assets in 
cash, U.S. Troasuty securities, certain other government securities with remaining 
tnaturities of 60 days or less, or s<‘curitics that mature or cart be converted to cash within a 
week. 


'■The council is a formal interagency body empow'erod to prescribe uniform principles, 
standards, and report, foirns for the federal examination of finaiiciai institutions by FRB, 
FDIC. the National Credit Union Administration, OCC, and the Office of Tlirift, Supenision, 
and to make recommendations to promote uniformity in the supervision of financial 
instilutioas. 
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GAO Has Recommended 
Changes Labor Can Make 
to Help Plan Sponsors and 
Participants Better 
Understand Securities 
Lending with Cash 
Collateral Reinvestment 


In our i^ently issued report on withdrawal restrictions, GAO made 
several recommendations to I^bor about actions the Department could 
take to help improve tran^arency on the practice of securities lending 
arrangements and assist plan sponsors and participants in understanding 
the role, risk, and benefits associated wit h securities lending with cash 
collateral reinvestment. Specifically, we recommended that Labor: 

1. Amend its regulations on plan sponsor disclosure to participants to 
include provisions specific to the practice of cash coUateral 
reinvestment ut ilized by fund providers' securities lending programs 
and provide plan sponsors with guidance alerting them to the risks of 
engaging in securities lending with cash collateral reinvestment and 
the type of information they should seek from their service providers 
about these investments. 


2. Review the practice of securities lending with cash collateral 
reinvestment, to provide guidance to plan sponsors as to what would 
be reasonable levels of fees and reasonable distributions of returns 
when 40l(k) plan assets are utilized in this practice. ERISA already 
requires that the fees paid to plan service providers be reasonable with 
respect to the services performed and Labor, in its implementation of 
PTE 2006-16, its prohibited transaction class exemption for securities 
lending, specifically requires that compensation received by the parties 
involved in the securities lending transaction should be reasonable. 

3. Revise its PTE 2006-16 to include the practice of cash collateral 
reinvestment by requiring t hat, plan sponsors who enter into securities 
lending arrangements utilizing cash collateral reinvestment on behalf 
of 401(k) plan participants not do so unless they ensure the 
reasonableness of the distributions of expected returns associated 
with this arrangement. Labor’s ITE 2006-16, authorizes securities 
lending transactions that might otherwise constitute “prohibited 
transactions” under ERISA, but the exemption currently lacks specifics 
on the utilization of 40 1 (k) plan assets in the practice of securities 
lending. In addition, according to Labor, the exemption does not 
address or provide any relief for the reinvestment of cash collateral.^ ' 
Without such information, plan sponsore do not have the information 


■ ‘Labor's PTE 2006-16 does state, however, that, in return for lending securities, the plan 
may receive a reasonable fee (in connection with the securities lending transaction) and/or 
have the opportunity to earn additional compensation through the investment of cash 
coUateral. It fortber states that all fees and otlier consideration received by the plan In 
connexion with the loan of securities should be reasonable. 
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they need to assess the potential gains and losses from cash collateral 
reinvestments, since other regulators that oversee the financial entities 
involved in securities lending also do not require that such information 
be explicitly discrlosed to plan sponsors. By revising the existing 
exemption, Labor can ensure that plan sponsors who enter into 
^curities lendir^ arrangements with cash collateral reinvestment are 
not prevented from meeting their fiduciary obligations when doing so. 

Labor has agreed to consider amending its PTE 2006-16 to require the 
securities lending agreement to provide enhanced disclosures to plan 
fiducieuies and to consider providing plan sponsors with guidance alerting 
tliem to the risks of engaging in securities lending and the types of 
information they should seek from their service providers about these 
investments. 


Concluding 

Observations 


Securities lending wifb cash collateral reinvestment is a complex 
arrangement, made all the more so because of the lack of transparency of 
how it is done. What at a surface level seems like? an easy way to make 
money utilizing st'curities in 40l(k) plan assets turns out to be profitable to 
plan participeints only after there is a positive return on the cash collateral 
pool investments and eveiyonc engaged in the transaction is paid. Not 
only is the risk of loss unclear to plan participants, but plan sponsors may 
also not understand the risks of these types of arrangements for plan 
participants. This can be the case particularly with indirect securities 
lending arrangements, such as through a mutual fund, as plan sponsors 
never see the gains or losses of such arrangements because they are 
passed along to participants through the net asset value of the mutual 
funds shares. Currently, plan sponsors and participants are minor 
participants in securities lending arrangements, yet ultimately bear the risk 
of lo&s from the cash collateral reinvestment 

Tt is clear that plan sponsors and participants need more transparent 
information about how securities lending arrangements work and a better 
understanding of the gains and losses from cash collateral pool 
investntents that affect plan assets, and ultimately plan participants. 
Financial regulators and industry participants are beginning to make 
changes that can help plan sponsors fulfill their obligations. Labor can also 
takes steps to assist plan sponsors. Without more transparency and better 
understanding, securities lending arrangements with cash collateral 
reinvestment will continue as Is, whereas plan sponsors and participants 
will remain, in some cases, unaware of these arrangements and the risk of 
loss they pose. 
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Mr. Chairman and Members of the Committee, tins concludes my prepared 
statement I would be happy to re.spond to any questions. 
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GAO’S Mission 

The Government Accountability Office, the audit, evaluation, and 
investigative arm of Congress, exists to support Congress in meeting its 
constitutional responsibilities and to help improve the performance and 
accountability of the federal government for the American people. GAO 
examines the use of public funds; evaluat es federal programs and policies; 
and provides analyses, recommendations, and other assistance to help 
Congress make informed oversight, policy, and funding decisions. GAO’s 
commitment to good govermnent is reflected in its core values of 
accountability, integrity, and reliability. 
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The price of each GAO publication reflects GAO’s actual cost of 
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Good afternoon, 

My name is Anthony Nazzaro, I am the Principal and Owner of A.A. 
Nazzaro Associates. We are a Securities Lending Manager and Consulting 
Group in operation since 1987. I would first like to thank the Committee for 
the opportunity to appear before you today. It is a wonderful honor and a 
privilege for me to do so. 

I believe I was invited to appear and give testimony because of my 
experience and the longevity of my career in the securities lending industry. 
My participation in this industry spans some 35 years, in roles ranging from 
an in-house lender at Yale University to a custodian agent lender for the 
pension funds of the Commonwealth of Pennsylvania, to our present status 
as an independent manager for university and foundation endowments. We 
currently manage the securities lending programs for Princeton University 
and The Robert Wood Johnson Foundation. 

It is my hope that I can offer some perspective, insight and constructive 
counsel for pension funds which represent a large segment of the beneficial 
owners participating as lenders of securities. 

Many large pension funds that participate in securities lending choose to do 
so through an agent lender such as their Custodian Bank. It is my sense that 
when a fund enters into an agreement with its agent lender, the fund may not 
fully appreciate or understand that it has also hired an investment manager. 
Many times the fund may be focused upon the lending of securities side of 
the equation and less upon the reinvestment of cash collateral. As a result, 
the focus or scrutiny is more heavily weighted toward the counterparty risk 
of the Borrower and overshadows or obscures the reinvestment risk. This 
may result in less scrutiny of the cash collateral investment guidelines 
proffered by the agent lender. In addition, given the wide ranging authority 
of the agent lender over all lendable assets and the reinvestment of cash 
collateral, the size of the assets held in the cash collateral portfolio may 
grow to become the largest portfolio in the fund’s universe and the agent 
lender may become its largest investment manager. 
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The omission or failure to perceive the agent lender as an investment 
manager may result in a lack of sufficient reporting and oversight of the cash 
collateral portfolio and an assumption that the reinvestment of cash is part of 
the agent’s custodial function in its management of the securities lending 
program. The danger and risk in this perception was brought to light and 
exposed during the recent financial crisis and brings us here today. 

The reason I am highlighting this issue is because I believe there are some 
basic steps that can be taken to protect pension funds and limit their risk. 

Step One; Documentation 

In addition to the execution of a securities lending agency agreement which 
is standard documentation, pension funds should execute an investment 
manager agreement. This elevates the duty and standard of care by the agent 
lender/in vestment manager. The investment reports would receive a 
heightened degree of visibility and are more likely to come within the 
purview of those persons or committees with oversight at the pension fund. 

Step Two: Investment Guidelines for Cash Collateral 

Implementation of stringent guidelines for the reinvestment of cash 
collateral. An example would be guidelines that resemble those of a 
Rule 2a7 money market fund. This would limit holdings in the portfolio to 
only securities of high credit quality, high in liquidity and short in duration 
or weighted average maturity. 

Step Three: Reporting and Valuation 

Receipt of daily reports as to valuation of the cash collateral corresponding 
to the securities lending loan balances. The value of the cash collateral 
portfolio report should be equal to or close to the 102% collateralization 
required for loans and received from counterparty borrowers. 

Step Four: Limits upon Program Participation 

Implementation of a limit upon the amount or value of securities which may 
be loaned in order to reduce exposure of a portfolio. This can be done in a 
number of ways. 
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A. Set a certain dollar amount which acts as a ceiling or cap on the 
program. For example, a one billion dollar fund may set a limit of 
150 million as the maximum value of its securities that may be on 
loan. 

B. The limit may be expressed as a percentage of total assets. Using 
the above example, loan balances may not exceed 1 5% of the total 
value of the lendable portfolio. 

C. A restriction may also be set as to the portfolios that may be 
eligible to participate in the lending program and made available for 
lending. In our example of the billion dollar fund, there may be ten 
different types of asset classes in separate portfolios whereby four are 
eligible and allowed to participate in the lending program and six are 
excluded or restricted from being loaned. 

The above recommendations are four steps that pension funds can 
implement that I believe would be both constructive and prudent. It is my 
opinion that implementation of some or all of these steps could have 
mitigated the problems that funds experienced during the financial crisis. 


Respectfully submitted by: 
Anthony A. Nazzaro 
March 16, 201 1 
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Testimony to the United States Senate 
Special Committee on Aging 

Chairman Herb Kohl (D-Wl) and Ranking Member Bob Corker [R-TN) 
Wednesday, March 16, 2011 

"Risks and Responsibilities in Securities Lending” 

By Ed Blount 
Executive Director 

Center for the Study of Financial Market Evolution 

Chairman Kohl, Ranking Member Corker, and Members of the Committee, thank you 
for the opportunity to share a few thoughts with you today. 1 commend you highly 
for holding this hearing and hope that we will continue to share ideas well into the 
future. My oral and written remarks are my responsibility alone. They do not 
necessarily reflect the views of my employer, the Center, any of its staff or members. 

I approach this issue with the perspective gained from 35 years of varied roles in 
the securities lending community and the experience gained from having built, and 
then sold a profitable business that pioneered the analysis of performance 
measurement for securities lending programs. Prior to that, I was an executive on 
Wall Street at Citibank and Bank of New York with responsibility for managing 
securities lending service lines, among other securities services. Before my Wall 
Street experience. I was a Captain in the United States Marine Corps, with graduate 
degrees from New York University and Pepperdine University, and an 
undergraduate degree from Fordham University. 

Introductory Comments 

On the surface, the problem cited by the GAO Report appears to be a lender-side 
issue, i.e., the cash collateral lockups that froze the assets of 401(k) Defined 
Contribution accountholders and others during, and for up to a year after the crisis. 
However, this is really a problem for the entire investment community. The effect of 
restrictions on the supply of lendable securities could quickly degrade the liquidity 
and efficiency of the U.S. capital markets by raising the risks of settlement failures 
and increasing the capital charges for brokers with customer segregation deficits. 

All this would erode the global competitiveness of U.S. domestic capital markets and, 
ultimately, American business. 

This is not an overstatement of the risks of punitive legislation and regulation. 
Restrictive actions of regulators affecting lendable securities could well impair the 
ability of pension plan sponsors to offer passive index funds and to hedge actively 
managed portfolios. [Index fund managers use securities lending income to offset 
trade commissions and custody fees, thereby reducing the tracking error against the 
fund's benchmark index. Active managers hedge with derivatives such as options 
and futures, which are created by dealers who then hedge their own exposures 
using short positions in the securities markets, that are, in turn, settled with 
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borrowed securities.) The reduced availability of index funds and hedges would 
increase portfolio risks and threaten the investment returns that pension 
beneficiaries need and expect. 

At a very fundamental level, securities lenders help to make the markets more 
efficient. A 1999 report by the international bank and brokerage regulators (CPSS 
and IOSCO) concluded that, "Securities lending markets are a vital component of 
domestic and international financial markets, providing liquidity and greater 
flexibility to securities, cash and derivatives markets." 

The supply of lendable securities is highly sensitive to the actions of federal 
regulators. The Department of Labor’s 1981 amendment of its Prohibited 
Transactions Exemption to ease its rules for securities lending greatly increased the 
level of securities available to borrowers, as well as the income to pensioners. 
Indeed, it has been estimated that the earnings from securities lending programs 
alone can enhance the portfolio’s yield to a level that can take as much as a year off 
the viable retirement age of new workers entering the labor market. 

Let me pause here for a moment. If I say that securities lending is important, I do not 
mean to say that problems do not exist in the lending community. Nor do I intend 
my comments to be taken as a defense of the status quo, such that pensioners might 
once again be deprived of access to their own funds in the uncertain days of 
financial crisis. We should not, as a people, subject our elders to added fears of loss 
of their retirement funds. Life is uncertain enough in our advancing years without 
adding risk to our 401 (k) accounts. Yet it will serve as no benefit if the unintended 
consequences of new regulations are to undermine the ability of the capital markets 
to contribute to the welfare of today’s workers, senior citizens and other 
beneficiaries of Defined Contribution plans. 

The cause of the lockups was the illiquidity of certain asset-backed securities, which 
were included in the cash collateral pools of those funds that lent out their 
securities. In that regard, the problems of securities lenders and their 
investor/beneficiaries are the same as those of many other commingled funds in the 
United States during the recent market crisis. This is not the first time that securities 
lending has been incorrectly linked with nefarious activities. 

• For many years, institutional investors refused to lend securities in the belief 
that by so doing they would be feeding the short sellers, who would then act 
to reduce the value of their portfolios. A major study that 1 led, for which I 
presented the findings at a World Bank / IMF conference in Moscow, 
demonstrated that the short sellers actually preserved portfolio values, 
especially during times of greatest market stress. 

• More recently, hedge funds were seen by academics as manipulators voting 
proxies to subvert the corporate governance process through with borrowed 
shares, to the disadvantage of the long-term investors who had lent them the 
shares. In fact, a study that I led and presented to the Securities and 
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Exchange Commission, demonstrated that sound alternatives existed to 
explain the vast majority of suspicious loans. The activity spikes seen as 
evidence of manipulation were actually caused by lenders recalling shares to 
vote, thereby triggering substitutions among the borrowing firms. 

Securities lending, by its nature, creates a complex network of interrelationships 
whose intentions and processes may be misunderstood and wrongfully accused. It 
may be said that the workings of the US Congress attract similarly-misinformed 
disbelievers. In both cases, the true cause of the problem often lies outside the 
boundaries of the accused institution. 

During the crisis, the suddenly-illiquid, individual beneficiaries of Defined 
Contribution accounts absorbed the effects of investment choices made by others, 
i.e., their plan sponsors and cash managers. By contrast, the sponsors of Defined 
Benefit plans have to absorb the losses from their own decisions, since they are the 
employers whose contributions are increased by the investment shortcomings of 
their retirement plans. 

In that context, DC plan sponsors, unlike Defined Benefit plan sponsors, have no 
financial incentive to increase investment revenue, such as securities lending 
income, for their beneficiaries. To tbe extent that DC plan sponsors have fiduciary 
responsibility for investment decisions, they bear risks which create contra- 
incentives to engage in securities lending and make other risk/reward decisions 
that could ultimately increase their exposure to the trial bar. All in all, DC 
beneficiaries gain the income from securities lending while their administrators 
merely gain more work and more risk. As a result, it is easier for DC plan sponsors 
to simply reject as investment options those mutual funds which lend, rather than 
learn how to evaluate the ways in which risks in securities lending evolve as market 
conditions change, so as to help beneficiaries fine-tune their exposures. 

Such a decision appears to have been made by many plan sponsors, whose 
management mandates now routinely reject the possibility of income from 
securities lending services. Not surprisingly, perhaps, the investment performance 
of DB plans is exceeding that of DC plans, even when offered by the same corporate 
plan sponsor. In effect, we're creating a yield deviation between DC and DB plans 
where there isn't a good reason for it. 

Recommendations 


Going forward, it will be necessary to construct a framework with more closely 
aligns the interests and responsibilities of all those in the DC plan securities lending 
community, without unnecessarily impairing the ability of the market system to 
contribute to the welfare of both DC and DB plan beneficiaries. 

• Among the changes that I believe are necessary are an improvement and 
extension of the disclosure regime for securities lending cash managers. 
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However, I believe that such disclosures must be incentives-based and 
tempered by competitive sensitivities, not imposed by regulatory fiat. 

• Furthermore, I believe that an expert council should be established to define 
the limits of prudence for collateral cash managers, one that is based on close 
monitoring of changing market conditions. That council might either be 
modeled on, or incorporated within the existing ERISA Advisory Council. 

• Moreover, 1 believe that educational programs should be funded by the 
securities lending community, not the government, through incentives such 
as capital charge credits, and then provided to DC plan sponsors and 
beneficiaries as a way of improving their awareness of their own 
responsibilities and those of their service providers. 

• Finally, I do not believe that the Prohibited Transaction Exemption should be 
modified, nor do I believe that the definition of a plan fiduciary should be 
expanded to include lending service providers. Any assumption of either real 
or potential liability (via fiduciary broadening) will have real yield erosion 
since provider service pricing, naturally, will be reflective of these risks. 
Again, every regulatory action influences the decision to either engage in 
securities lending or not, thus denying workers higher yields and fewer 
work-months until retirement. 

In summary, if all members of the service provider community fulfill their 
responsibilities, no new legislation or regulatory enforcement will be necessary. The 
cash lockups of the financial crisis were not attributable to a failure of securities 
lending. 

The importance of these lending programs to pension beneficiaries and their 
financial intermediaries makes the interrelated set of responsibilities for managing 
lending risks very important. 1 will discuss those responsibilities further in the 
appendix to my testimony. 
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Appendix 


Plan Sponsor - Lrnder / Board Responsibilities 

All beneficial owners initiate their securities lending programs with contract 
negotiations. If a lending agent is to be retained, the contract terms will usually be 
based upon the commitments expressed in the winning agent’s response to a formal 
Request For Proposal. Although some contracts may be "evergreen," i.e., without a 
termination date, it is more likely that the term will run from four to six years. 
During that time, the contract should specify that the program must be subjected to 
periodic reviews of risk-adjusted returns and risk management controls. These 
reviews should be defined within the contract, as Performance Reviews based on 
Reinvestment Guidelines and Risk Control Monitoring. 

Contractual / Performance Review. Until the imposition of international bank capital 
rules, the indemnification provided by a bank lending agent was a key criteria in the 
selection process. Sometimes, indemnities were the only issue considered along 
with the relative split of income between agent and principal. In part, that’s because 
conservative income projections and the assurance of equal treatment (queues) 
made it look as if there was no performance difference among lending agents. In 
such a market, default indemnifications combined with attractive revenue splits 
usually won contracts. But administrators became aware of the potential for higher 
returns when some lending programs generated higher yields on cash 
reinvestments, enabling those to pay higher rebates and attract more borrowers, 
thus generating more volume and greater earnings for their beneficiaries. 
Performance and the controls on reinvestment behavior have become important 
considerations in present negotiations. 

Ultimately, much of the securities lending agent’s role involves money management 
because market decisions are made with every reinvestment of cash collateral. At 
the same time, lending agents make credit decisions when they accept the risk that a 
borrower will default. Securities lending contracts try to control both market and 
credit risks. 

Revenues and fees result from negotiations between funds and agents involving the 
totality of a relationship. These values alone are insufficient to permit an accurate 
analysis of program performance unless considered in the context of market 
conditions, industry practices and peer results. Similarly, the composition and 
limitations on portfolio management must also be considered in any program 
review. 

Since borrowers and agents form a large set of commitments to others in the 
marketplace, every lending principal’s goal should be to insure that its commitment 
from agents and borrowers is as near to the nucleus of their set of commitments as 
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possible. That way, as commitments are peeled away like the layers of an onion 
during a crisis, the fund can be assured that its counterparties will remain among 
the preferred circle. 

Reinvestment Guidelines: Investments in cash pools are determined by guidelines 
negotiated with a bank’s clients. It is the customer's responsibility to review those 
guidelines as market conditions change. 

Lenders and banks to negotiate appropriate guidelines to manage the cash pools, 
then closely monitor the ongoing execution of their pool investment strategies for 
compliance. The board should require staff to monitor the results of stress tests and 
value-at-risk analyses, using an ongoing assessment of the relative risk-tolerance 
encoded in the guidelines and the testing assumptions, then report the results to 
stakeholders. 


Staff / Consultant Oversight 

Securities lending programs require regular oversight by beneficial owners and/or 
their consultants. No matter how detailed the controlling documents may be, 
lending programs often require decisions about special transactions and 
discretionary actions that must be reviewed with agents on a timely basis. In 
particular, any changes to the risk tolerances of the oversight board must be 
incorporated within the contracts, guidelines and practices of the lending program. 
For programs operating under guidelines granting discretionary authority to 
lending agents, special care should be taken to ensure pool investments are 
reviewed and approved by staff and/or consultants. 

Lending contracts usually describe the agent’s responsibilities in a functional, not 
transactional manner, so it may not be apparent that existing practices could well be 
inadequate for special transactions, as well as for new securities or trades which 
result from financial innovation. A detailed flowchart of duties, known as a fault-tree 
analysis, is helpful for isolating exposures and anticipating the potential for 
breakdowns. Peer-based reviews of program performance can also provide clues as 
to the degree of prudence used in managing the program's assets. Using tools such 
as these, the staff should perform regular reviews to ensure compliance with 
existing policies and suggest any needed improvements to current practices. 
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Lending Agent RespoNsiBiLiriES 

Lending agents manage lending programs in a fashion very similar to the ways that 
banks manage their depository and credit operations. The recommended best 
practices for lending agents have been defined by the securities lending division of 
the Risk Management Association (RMA), which is the professional association for 
commercial bank loan officers. The division's executive committee, consisting of 
senior officers from several of the largest and most experienced tending agents, are 
responsible for updating the guidelines as appropriate. 

Liabilities are created when broker-borrowers deposit cash with the lending agent 
as collateral for their borrowed securities. Assets are purchased with the cash by the 
lending agent's cash management division, so as to earn a profit for the lenders. 
Generally, these reinvested pool assets have a longer maturity than the deposit 
liabilities. The longer maturities create an asset-liability gap, or a "duration 
mismatch." The pool assets may also have a lower credit quality than the loaned 
assets, which creates a "credit mismatch." These mismatches allow the lending 
program to earn a profit over the rebates on cash deposits that are paid to the 
securities-borrower-depositors. Securities lending cash pools have different 
liquidity risks from other cash management and money market funds. When retail 
money funds are gaining deposits from shareholders, the cash pools of securities 
lenders are often shrinking. As a result, the mismatches create complex risks that 
are the responsibility of the lending agent to manage, as described below: 

Interest rate monitoring-. It is the cash manager's duty to monitor the volatility of the 
deposits. If deposits fluctuate rapidly, then the duration mismatch must be 
shortened to allow an extra liquidity buffer. Credit mismatches can create 
heightened exposures for the pool during times of economic stress. The cash 
manager must monitor the direction of Interest rates, default rates and the spread 
between short- and long-term rates. The spread among many maturities in the fixed 
income market is called the "yield curve" when shown on a graph. The shape of the 
curve can change very rapidly and in unexpected ways, especially when interest 
rates are moving up or down rapidly. Those changes can have a huge influence on 
the level of risks and on the potential for losses in the cash pool, because they 
strongly influence the volatility of deposit liabilities. 

Desk monitoring-. The agent's trading desk is in the best position to anticipate 
significant changes in the volatility of deposit liabilities, for one borrower or for all 
approved borrowers. If a borrower fails to return a securities loan when it is 
recalled, the trading desk is well positioned to understand whether an "event of 
default" should be declared, thus triggering a wholesale termination of all loans and 
a return of cash collateral to the defaulting borrower. However, the cash manager 
must also be consulted in the event that a duration mismatch in the pool may have 
created a situation where the lender might be exposed to liquidation losses from 
depressed asset values. 
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Loan inventory buffering-. When a lender sells portfolio securities, or a lender wishes 
to vote the loaned securities, the agent will try to reallocate the loan to other lenders 
in its program, in order to avoid recalling the securities from the borrower. The 
reallocations are taken against ''buffers," which are created by the lending agent in 
the form of lendable securities held in reserve against unexpected recalls. These 
buffers are an important protection for lenders and borrowers alike. 

Returns and rebates: Borrowers will return securities when they discover that 
higher rebates are available from another lender. This can create volatility if agents 
do not adjust their rebates to match changing market conditions. The lending agent 
is responsible for monitoring rebate levels and trends in market conditions. 

Ratio lending: In order to generate cash balances, lending agents will sometimes 
require that a larger volume of "easy-to-borrow" securities be taken along with the 
more desirable "hard-to-borrow" securities. It is the agent's responsibility to insure 
that those lenders who supply a larger share of hard-to-borrow securities benefit 
commensurately from the higher proportion of attractive value that they add to the 
agent’s program. If the agent finds that its overall program benefits 
disproportionately from a certain lender’s participation, then that lender should 
receive a higher share of lending income than other lenders with less attractive 
portfolios. 


Securities Borrower Responsibilities 

Securities can only be borrowed in the United States for purposes permitted by and 
codified in Regulation T of Federal Reserve. To preserve systemic market stability 
and reduce overall counterparty exposures, leading industry participants have 
defined "best practices" through their professional associations, such as the 
Securities Industry Financial Markets Association (SIFMAj, the International 
Securities Lenders Association (ISLA) and the Risk Management Association (RMA). 

Contract Comparison: A primary consideration for all securities borrowers is the 
accuracy of the records controlling their positions. To that end, ISLA has issued 
guidelines for best practices in comparing the loan contracts of counterparties.^ For 
example, counterparties must compare open loans each day, using data elements 
from an approved ISLA matrix. Discrepancies in the comparisons, called "breaks," 
must be resolved on the same day that they are identified. ["Breaks should not be 
outstanding more than one day.’’) Pending loans must be compared from the day 


’ International Securities Lending Association, “Statement on Best Practice Guidelines for Using 
Contract Compare,” July 7, 2006, London, England; www.isla.co.uk/„./Best_Practices/ISLA-Contract- 
Compare-Best-Practices-pptpdf 
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they’re negotiated. Finally, the counterparty that created the discrepancy must be 
held responsible for its resolution. 

Lender Protection: The process by which loans are recalled from borrowers is 
described extensively by RMA publications.^ Generally, recalls allow for settlement 
using the normal clearing cycle, to permit the borrower to purchase the securities in 
the open market. Failed recalls trigger a resolution process that may eventually 
result in a "buy-in" which protects the lender's assets and may expose the borrower 
to market pricing risk. However, the cost and risk of the buy-in are controlled by the 
lending agreement. 

Rule 15c3-3 is the SEC’s investor protection rule, created under authority of the 
Securities Exchange Act of 1934. Among its provisions, the rule limits the degree to 
which customer assets can be rehypothecated and mandates that brokers maintain 
segregated positions between their customer and proprietary (firm) assets. Recent 
amendments to the rule also require that brokers maintain possession and control 
records for three years, subject to regulatory examination,^ 

Diversification of sources: All participants in the market community have an 
obligation to protect the counterparty network, starting with their own 
relationships. Therefore, borrowers should follow basic investment management 
disciplines such as diversification of suppliers and monitoring of on-lending 
counterparties. 


Rkgulatory Responsibilities 

Regulators should not impair the ability of markets to self-correct. Regulations to 
require banks to absorb risks of illiquidity or underperformance in the lender’s cash 
pool would effectively shift those liabilities to the balance sheets of bank agents. In 
that case, federal banking regulations would increase capital requirements on banks 
so as to protect the FDIC against contingent exposures. The capital charges would 
create a cost to the banks that would necessarily be passed along to the lending 
programs. Even if no losses occurred, the increased costs to plans would either 
discourage the use of lending programs or decrease the returns to beneficiaries. In 
either case, capital market stability would be enhanced more efficiently if oversight 
boards vigilantly monitored the degree to which their staffs, agents and 
counterparties satisfied their own responsibilities, as defined above, as well as 


^ RM A Committee on Securities Lending, "Statement on Best Practices Guidelines for Loan 
Termination," 2001, Philadelphia, PA; 

www.rraahq.org/NR/rdonlyres/...7056.../TerminationofLoan.pdf 
5 http://www.sec.gov/rules/final/34-50295.htm 
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monitored the risk tolerances implied by the reinvestment guidelines and other 
program specifications. 

Excessive regulation perse can have also negative consequences. The negative taint 
of restrictive legislation/regulation can create a global backlash within the 
securities lending community by casting the shadow of distrust across all 
institutional lenders’ reviews of their agency lending contracts for the next few 
years. If a large number of institutions moved to end their securities lending 
programs, the results would be disastrous for capital market efficiency and liquidity. 
Therefore, regulators should create positive incentives, not negative hurdles, for 
participants that are designed to strengthen the best practices that underpin the 
lending markets. This may be possible through capital waivers and credits to the 
capital requirements imposed on banks and brokers, as well as to the guarantee 
funds of their clearing corporations and central counterparties (CCPs}.'^ 

In August, 2009, the International Monetary Fund described the adverse impact on 
global market liquidity that resulted from decreased collateral flows and heightened 
counterparty risks in the securities lending markets. The IMF's study found that the 
$1.5 trillion contraction in the securities lending markets after the Lehman default 
had greatly reduced global market liquidity. This illustrates the sensitivity of the 
market system to changes in capital exposure of lending market participants. 

Among the issues raised by the IMF were the degree to which reforms encouraging 
the formation or use of CCPS consider whether risk is merely being transferred, but 
not eliminated in the formation of CCPs; the complexity of formulas for computing 
the level of adequate capital for CCPs; and the exposures associated with CCP 
interoperability and pooling of collateral. Recommendations to implement CCPs 
within the securities lending community should consider the fact that no 
institutional investor was penalized through a counterparty’s failure to return 
securities to an institutional lending program. 

Market infrastructure revisions, such as CCPs and inter-market agreements, can 
change the risk dynamics for securities lenders in subtle but important ways. For 
instance, certain clearing corporations have cross-margining agreements to permit 
members of multiple clearing houses to use excess Treasuries at one to collateralize 
stock index futures at another.® Yet, that creates the potential for competing claims 


■' As regulators know, markets do not guarantee transactions, and neither do their regulating 
governments or self-regulating agencies. It is the clearing corporation associated with a market that 
guarantees the settlement of its transactions — but only for those firms who are members of the 
clearing corporation. Even those guarantees are limited by agreement of the members. Of course, 
even if there were no limits on the guarantee, the capital resources of clearing networks are limited 
in practice to the contributions of members, reinforced by government backing. Some clearing 
corporations may also have contingency claims on members' capital, but that claim is constrained, as 
a practical matter, by the fact that those members are, in turn, subsidiaries of holding companies. 
These subsidiaries, by definition, have limitations on access to parent capital, so the practical 
reserves available to non-member transactors may be insufficient to satisfy all claims in a crisis. 

® Some clearing systems accept partial position guarantees from other systems in order to reduce the 
capital obligations of members who participate in both. This creates a transfer and acceptance of risk 
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by clearing houses that may, during liquidation, override the claims of the 
institution that loaned those bonds to a failed dealer. Moreover, the ability to pledge 
assets from one market against liabilities in another can create a cross-margin into 
the government securities markets for both options and stock houses. Since 
pensions and their lending agents may not be members of either clearing (or central 
counterparty) system, much less both, settlement priorities of borrowers may be 
changed in ways that are difficult to factor into a pension fund’s investment policy 
statement. 

When the linkages are international, even experts may be challenged by the 
implications for member transactors, again not even considering non-members. 
Indeed, some regulators are becoming deeply concerned that a worldwide recession 
could trigger a market cataclysm since financial systems have become so closely 
meshed. Although growing in strength, this apprehension is not a new phenomenon. 
Alexander Lamalfussy, speaking as head of the Bank for International Settlements, 
the central bankers’ central banker, expressed this fear as far back as March, 1992. 
Mr. Lamalfussy warned that national regulators might not have adequately 
considered this linkage risk in approving new trading activities and derivative 
instruments. Central counterparty systems can themselves increase the systemic 
risks to the market if, as the IMF warns, the risks are merely transferred and not 
diminished.6 

Doubtless, as central bankers, regulators and other oversight officials weigh the 
recent recommendations by the Basle Committee on Banking Supervision to change 
the risk capital rules - a development started by the impact of 1997’s Asian crisis 
and accelerated by the 2008 global credit crisis - there will be revisions made to the 
market infrastructure. These will have important implications for securities lenders 
and their agents that must be taken into account by market regulators, as well as by 
legislators. If the result is the creation of positive capital incentives for the market 
system to self-correct, then the exercise will have been well worth its investment. 


that may not be immediately apparent to non-members. For instance, claims for settlement of 
clearing-system-based securities loans may take precedence in liquidation schemes over non-system 
loans. 

® Similar concerns were expressed by Charles Bowsher, Comptroller General, in his May, 1994, 
testimony before U.S. Congress. After describing the ties among 15 major U.S. derivatives dealers, Mr. 
Bowsher said that, "This combination of global involvement, concentration, and linkages means that 
the sudden failure or abrupt withdrawal from trading of any of these large U.S. dealers could cause 
liquidity problems in the markets and could also pose risks to the others, including federally insured 
banks and the financial system as a whole.” http://www.gao.gov/products/GGD-94-133 
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Introduction 


My name is Allison Klausner and I am the Assistant General Counsel - 
Benefits for Honeywell Internationa! Inc. (“Honeywell”). Honeywell is a Fortune 50 
company, with approximately 140,000 employees worldwide, of which 70,000 are 
located in the United States. 

On behalf of Honeywell, I want to express Honeywell’s appreciation of 
Senator Kohl’s and Senator Corker’s desire to understand the practice of securities 
lending in the context of employer sponsored defined contribution plans. I understand 
that my testimony today has been requested to provide the Senate Special Committee 
on Aging with insight into how one plan sponsor’s fiduciary committee has addressed 
securities lending issues which will in turn provide the Senate Committee with insight 
into how fiduciaries on a broad scale may do the same. 

Over the years, securities lending has provided tremendous value to 
participants and beneficiaries of employer sponsored defined contribution plans, 
including those with employee deferrals and contributions. I encourage the Senate 
Special Committee on Aging to recognize that, if actions are taken to prohibit 
fiduciaries from offering securities lending funds in defined contribution plans, plan 
participants and retirees may lose valuable opportunities, now and in the future, as 
they strive to achieve retirement security. 


Honeywell Plan Background 


Honeywell’s primary defined contribution plan is a fairly typical 40I(k) plan 
whereby participants are permitted to direct the investments of their deferrals and 
contributions, as well as vested employer matching contributions. The plan provides 
participants with the opportunity to select from a robust range of asset classes with 
varying potential risiks and rewards. These funds include a short term fixed income 
fund, a bond fund, equity based funds, specialty funds, target date funds and the 
Honeywell common stock fund. 

Selectin2 and Evaluating Funds 

The Honeywell Savings Plan Investment Committee is a fiduciary committee 
consisting of five professionals at Honeywell. Two of the current committee members 
dedicate significantly all of their time addressing issues relating to the investment of 
ERISA plan assets, one of whom does so exclusively for the company’s defined 
contribution plans. Of the remaining three current committee members, two hold 
positions at Hone3ovell in the corporate human resources group and one holds a 
position in the tax department. All five Committee members have received fiduciary 
education and are counseled on an ongoing basis with regard to their fiduciary 
responsibilities, duties and obligations, including those relating to the selection of 
investment managers and/or funds. 
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The Honeyw'ell Committee members understand that satisfaction of their 
fiduciary duties is critical to supporting the long-term retirement security of the plan’s 
participants and the company’s retirees. The Committee members recognize that 
they must engage in a prudent process, which considers many factors when selecting 
and evaluating investment funds. Specifically, the process should be designed to 
identify whether a particular fund, with all its features, including, but not limited to, 
whether it has a securities lending component, is an appropriate fund for defined 
contribution plan assets to be invested, either by an affirmative election or, 
alternatively, by default. And, just as the procedure for selecting a particular fund is 
where the fiduciaries’ focus should be, I encourage the Senate Special Committee on 
Aging to consider that the matter of whether defined contribution plan assets are 
invested in securities lending funds or non-securities lending funds is one that should 
be evaluated in the context of the fiduciary process. 

A fiduciary’s process in selecting a fund will be based on consideration of 
many diverse factors. In addition to giving consideration to the unique constitution of 
the relevant plan participant body, these factors may include (1) the amount of fees to 
be charged by the investment manager, (2) the type of fund (for example, active vs. 
passive), (3) the asset class, (4) the past performance of the fund and its current 
leadership, and (5) the plan’s complete fund line-up. All these factors, and others, are 
important when evaluating whether plan fiduciaries have provided a diverse and 
robust array of investment choices which in turn may help defined contribution plan 
participants achieve their personal, unique investment and retirement goals. 

Indeed, securities lending funds in Honeywell’s defined contribution plan’s 
fund line up has supported many participants’ retirement goals as those investment 
funds (1) typically charged lower fees than comparable non-securities lending funds 
and (2) historically had investment gains that contributed to the investment returns for 
the assets invested in such funds. The take-away is that, depending upon facts and 
circumstances, offering defined contribution plan participants the opportunity to invest 
in securities lending funds can indeed be a prudent decision. 

Notwithstanding the potential benefits and prudence of offering defined 
contribution plan participants the opportunity to invest in securities lending funds, 
Honeywell’s savings investment committee determined, starting in October 2008, to 
transition from securities lending funds to non-securities lending funds. Among other 
things, the Committee’s then current thinking was that, on a go-forward basis, this 
change was prudent. The Committee recognized that (1) the then economic climate 
and that which was anticipated in the then near future and (2) the gate-keeping 
measures which were being implemented, w'eighed against continuing to offer 
securities lending funds for investment of defined contribution plan assets. Although 
the plan’s fiduciaries understood that the gate-keeping measures were purportedly 
designed to stem the possibility that there would be a “run on the bank” within the 
securities lending programs, and that the gate-keeping measures did achieve such goal, 
the gate-keeping measures did handcuff plan fiduciaries and restricted fiduciaries’ 
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ability to make decisions which could have impacted plan participants' opportunity to 
achieve retirement security. 

I note that, although participant level activity wasn’t directly restricted, plan 
fiduciaries were restricted from making wholesale plan level changes that potentially 
could have benefitted or been in the best interest of the plan's participants. For 
example, the gate-keeping measures changed the rules that would apply in the event 
the plan fiduciaries chose to implement a new, competing, non-securities lending fund. 

Flexibility to Offer Securities Lending Funds 

Today’s legislative and regulatory framework permits fiduciaries to offer 
defined contribution plan participants with access to investment funds with a securities 
lending feature. As I mentioned at the start of my testimony, I encourage the Senate 
Special Committee on Aging to recognize the importance of maintaining the flexibility 
currently available. Fiduciaries should not be required to operate in a rigid 
environment which prohibits them from providing plan participants and retirees with 
valuable opportunities to achieve retirement security. 

^ ^ 

In closing, although the matter of securities lending funds in employer 
sponsored defined contribution plans is a topic that is worthy of your attention, I 
suggest that we take care not to study the issue in a vacuum or elevate the matter of 
securities lending over other issues of equal or greater importance to defined 
contribution plan participants. In addition, since plan administrators and fiduciaries, 
as well as third party providers, are in the process of implementing new legislation and 
regulation designed to protect participants — with regard to plan fees and expenses, 
specifically, and encourage and protect their retirement security, generally — and since 
there does not appear to be an urgent need to address the issue of employer sponsored 
defined contribution plans and securities lending funds, perhaps this is a time to rest 
and allow the new rules to take hold before we consider any new rules or 
requirements. 

sit * ij: ijt jf; ti; 

Thank you for asking me to be a witness at today’s hearing. If you have any 
questions, I would be happy to address them. 
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Testimony of Steven R. Meier 
Chief Investment Officer, Global Cash Management 
State Street Global Advisors 
United States Senate Special Committee on Aging 
March 16, 2011 

Chairman Kohl, Ranking Member Corker and Members of the Special Committee: 

Thank you for the opportunity to appear before you today. My name is Steven Meier and 1 am 
the Chief Investment Officer, Global Cash Management, for State Street Global Advisors 
(“SSgA”), the investment management business of State Street Corporation (“State Street”), The 
Committee has asked me to address the practice of securities lending by employee retirement 
plans such as 401(k) plans and I hope my testimony will assist you with your important work. 
Our interests at State Street are aligned with those of our securities lending clients, who are 
generally long-standing clients for whom securities lending is one of many services State Street 
provides. We have managed the cash collateral pools and the lending program in a pradent 
manner, consistent with our fiduciary duties. 

At State Street, we believe that securities lending can play a role in the development of a 
balanced investment program for professionally managed retirement plans. As you know, 
employee retirement plans typically earn dividends and interest from the plan’s investment 
portfolio. However, if participants choose to invest in a plan option that engages in securities 
lending, the investment portfolio can earn additional incremental income. While the amount of 
this incremental income varies by portfolio and depends upon a number of factors such as 
prevailing interest rates and spreads between Federal funds and other credits, this incremental 
income can be significant. The plan can use this income either to offset ongoing expenses that 
would otherwise have been paid by the plan participants, such as custodial or administration fees, 
or to supplement the plan's investment return for participants. Whatever the use, the incremental 

1 


VerDate Nov 24 2008 13:46 Aug 17, 201 1 Jkt 067300 PO 00000 Frm 00078 Fmt 6601 Sfmt 6601 C:\DOCS\67300.TXT SHAUN PsN: DPROCT 



75 


income derived from securities lending activity directly benefits the millions of American 
workers that rely on their employee retirement plans. 

Background and Experience 

Let me begin with a brief description of my background and experience. 1 have more 
than twenty-seven years’ experience in financial services, with a focus on traditional money 
markets, fixed income, global cash, and financing. I began my career working as a securities 
lending management trainee at the Irving Tnist Company in 1984. I worked there for 
approximately two years before leaving for graduate school. During my time at Irving, I was 
able to learn the securities lending and cash collateral investment business in its early years. 
Today I am an Executive Vice President, and my primary responsibility as Chief Investment 
Officer of the cash asset class is to manage global cash activities, including money market funds 
and other cash management products such as the collateral investment vehicles for SSgA- 
managed funds that participate in securities lending. I am a member of SSgA’s Executive 
Management Group, as well as its Senior Management Group and Investment Committee. 

State Street is one of the world's leading providers of financial services to institutional 
investors, with nearly $22 trillion in assets under custody and administration, and almost $2 
trillion under management. SSgA is the investment management business of State Street and 
manages traditional cash, money market funds, and other investment programs, including 
separate accounts and commingled cash collateral vehicles used by participants in State Street’s 
securities lending program. In 2009 and 2010, SSgA was named the “World’s Best Bank” in the 
Asset Management category by Global Finance Magazine. 

The Securities Lending Industry 

Securities lending is a means by which institutional clients who hold and plan to retain 
long securities positions can earn incremental income. The asset owner, generally with the 
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assistance of a securities lending agent, lends a security it holds as a long position to a borrower 
who needs the security to facilitate settlement of a securities transaction, often in connection with 
a short sale. The borrower has an obligation to return the borrowed security and provides 
collateral to secure that obligation. This collateral is typically worth between 102-1 05% of the 
market value of the borrowed security, and can be either cash, which is most common, or 
securities. During the course of the loan, as the market value of the security on loan varies, the 
lender either collects more collateral from the borrower (if the value of the security has gone up) 
or returns some collateral to the borrower (if the value of the security has gone down). 

If the lender has received cash collateral, it reinvests the collateral and when tlie loan 
terminates, it pays the broker-dealer a negotiated “rebate rate” on the cash pledged to secure the 
loan, and shares the remaining reinvestment income with the securities tending agent. The 
lending agent’s “split” of the proceeds is its compensation for its services administering the 
program, such as matching lenders to borrowers, re-assigning loans when a lender divests an 
asset, marking to market the value of securities on loan daily, and either collecting additional 
collateral from borrowers, or returning a portion of collateral to them, depending on the loan. 
These administrative services play an important role in maximizing the return that a plan can 
achieve from participating in a lending program. The lending agent’s split is also compensation 
for the risks it takes by indemnifying lenders against the failure of a borrower, such as Lehman, 
to return a security. This indemnity substantially reduces the risk to a plan of participating in a 
lending program by shifting the risk of the failure of a borrower to return securities if the 
borrower enters bankruptcy or otherwise defaults on its obligations; such indemnity 
correspondingly exposes the lending agent to increased risks. 
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State Street’s Securities Lending Program 

Institutional clients can choose to participate in securities lending at State Street in two 
ways. A client can appoint State Street as its “lending agent” and directly lend its securities to 
borrowers. Plans that choose to directly lend their securities in this way negotiate how much 
they will compensate State Street for its services as lending agent and choose whether to accept 
cash collateral and which investment vehicle to use for cash collateral reinvestment (e.g., a 
separately managed account or a choice of several commingled collateral pools). 

Second, an institutional investor such as a 401(k) plan may participate in securities 
lending by investing in State Street’s bank-maintained collective and common trust funds that, in 
turn, lend securities and invest cash collateral in collateral vehicles managed by SSgA. I will 
refer to those bank-maintained collective and common trast funds as “Lending Funds.” In 
general, the plan sponsors that choose to offer Lending Funds also have the option of offering a 
non-lending version of the same fund, and the Lending Fund version includes the phrase 
“Lending Fund” in its name for the sake of clarity. When a Lending Fund loans securities and 
receives cash collateral, it agrees to pay a rebate to the borrower in an amount that reflects 
current market rates and is intended to compensate the borrower for the interest it could have 
otherwise received on that cash. The remaining income from reinvestment of the cash collateral 
is split between the Lending Fund investor and State Street as lending agent. 

State Street’s split is its sole compensation for its work as lending agent, which is done 
by State Street’s Securities Finance division, not SSgA. The split is not tied to any compensation 
SSgA receives for its management of the collateral pools. For unrelated services, such as 
custody and administration. State Street will also receive compensation from the client. 
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Impact or the Financial Crisis on Cash Collateral Reinvestment 

As this Committee is aware, the events of the recent global financial crisis that began in 
2007 and worsened in 2008 were unprecedented. Our nation experienced a liquidity crisis in the 
fixed income sector as the secondary market for such securities essentially ceased functioning. 
Within the span of a few days in September 2008, we witnessed the failure of long-standing 
financial institutions and a large SEC-registered money market fund. The value of equity and 
non-Treasury debt securities plunged along with investor confidence. 

These events impacted lenders of securities in several ways, including a significant drain 
of liquidity from their cash collateral investment pools. Specifically, as the market value of 
certain securities declined, lenders marked down the value of their securities on loan and had to 
return large amounts of cash collateral to borrowers. At the same time, borrowers de-leveraged 
their businesses, returning many of the securities they had borrowed without borrowing new 
securities. Again, this resulted in the remrn of significant amounts of cash collateral. Finally, 
lenders themselves reacted to the market by making changes to their portfolios, selling securities 
to raise cash or alter their asset allocation. When lenders sold securities that had been out on 
loan and the loans could not be re-assigned, the loans of those securities terminated and the 
lenders returned the cash collateral to the borrowers. In fact, during the period from June 2008 
to December 2008, State Street managed a nearly 50% decline in outstanding loan balances 
without any 401(k) plan investor invested in a Lending Fund realizing a loss due to a lack of cash 
collateral pool liquidity. 

However, this series of events caused significant impacts on cash collateral vehicles. 
Depending on their risk profiles and return objectives, collateral vehicles own assets of varying 
levels of liquidity, ranging from short-term cash and cash equivalents to high quality medium- 
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and long-term assets such as asset-backed securities and unsecured debt. If redemptions from a 
cash collateral vehicle (due to ongoing legal obligations to borrowers under the securities lending 
arrangement) exceed the vehicle's cash and cash equivalents and additional liquidity is required 
to meet its participants’ obligations, the manager of the cash collateral vehicle will be forced to 
sell medium- and long-term assets to raise liquidity. In the market environment of 2008, such an 
imbalance made it virtually impossible to sell these assets, and if sales were possible, would have 
caused managers to sell assets at a substantial loss that did not reflect the intrinsic value of those 
securities, but rather reflected short-term illiquidity and unprecedented spread volatility in the 
markets. 

State Street acted cautiously and thoughtfully to protect the interests of all of our 
securities lending clients. As a result, our Lending Fund investors did not incur any realized 
losses in connection with cash collateral reinvestment, unless they chose to take an in-kind 
distribution of securities and sell them at a loss. We are particularly proud of the way State 
Street has managed its securities lending program during the financial crisis over the last several 
years: 

• We maintained 401(k) plan participants’ full, unrestricted rights to make 
withdrawals from their retirement savings invested in Lending Funds. 

• Due to our prudent management, none of the cash collateral pools realized 
material credit losses. As Chief Investment Officer, Global Cash management, I am particularly 
proud of this fact. We avoided the sale of strong credits into a distressed market and reinvested 
cash flow in highly liquid, short-term securities for a period of approximately one year before 
Lehman’s default, building up the short-term liquidity in our cash collateral vehicles and 
managing the vehicles in an increasingly conservative manner. 
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• State Street restricted certain withdrawals from the Lending Funds at the plan 
sponsor level for a period of time after the Lehman bankruptcy, to ensure consistent access 
among retirement plans to the available liquidity in our common and collective trust funds. We 
lifted those restrictions in August 2010 after we voluntarily contributed $330 million to the 
collateral pools, in light of the market’s continued discounting of certain asset-backed securities 
held by the collateral pools - a discount that resulted from continued liquidity challenges and 
wider credit spreads, not the credit quality of the assets. 

• Retirement plans, including 401 (k) plans, that appointed State Street as securities 
lending agent and directly lend the securities in their portfolio and reinvest the cash collateral in 
SSgA-managed cash collateral pools have remained able to access the liquidity they needed to 
support normal investment activity. 

• We, like many securities lending agents, indemnified our clients when Lehman 
Brothers defaulted upon its obligations as a borrower. Because we agree to hold retirement plans 
harmless in the event that the financial instimtions to which they have lent securities default on 
their obligations, when Lehman Brothers declared bankruptcy, the risks of that default rested 
with State Street and not our lending clients. 

We believe State Street’s actions exhibited its commitment to maintaining safety of 
principal, adequate liquidity and strong consistent returns for all Lending Fund investors while 
managing the impact and risks inherent in this difficult market cycle. State Street believed, and 
continues to believe, that it acted in the best interests of all investors in the common and 
collective trast funds managed by SSgA that engaged in securities tending. 

Disclosures Regarding Securities Lending 

We understand that the Committee is also interested in how much plan sponsors and plan 
participants knew about and understood the risks of cash collateral reinvestment. State Street has 
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followed the model established by federal banking regulations, which primarily required us to 
make information available to our institutional investors. Throughout the financial crisis. State 
Street also undertook to distribute additional securities lending disclosures through a number of 
channels to institutions invested in Lending Funds. State Street has always adhered to industry 
best practices regarding disclosure, and we continue to be fully committed to appropriate levels 
of transparency. 

As proud as we are of these steps, we are challenged by an issue that we believe affects 
many providers of lending services to direct contribution plans: State Street, acting in a capacity 
of investment manager to a plan sponsor (or a service provider of the plan sponsor, such as a 
recordkeeper) often does not have sufficient information about the individual 401(k) participants 
in its Lending Funds to communicate with them directly. We welcome discussion and 
collaboration with the Committee and other stakeholders about how else the industry can 
improve its disclosures to retirement investors given the limited ability of asset managers and 
lending agents like State Street to convey information directly to individual participants in 
retirement plans. 

Thank you again for the opportunity to be here today to speak on this subject. 1 would be 
pleased to answer the Committee's questions. 
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Between 2(K)7 and 2010, some 401(k) plan sponsors and participmits were 
restricted from withdrawing their plan assets from certain 401(k) investment 
options, see figure, including real estate, money market, and stable value 
investment option, as well as other investment options that lent securities (the 
practice of lendii^ plan assets to third parties in exchange for cash as collateral 
that a fund reinvests), hi most cases, the withdrawal restrictions were called by 
losses and illiquidify in the investment options’ imderlying portfolios and 
sometimes contract constraints placed on plan sponsors by the investment 
options. For stable value funds, and also for those investment options that lent 
securities, the withdrawal restrictions and their causes highlight the risks that 
participants face when allocating their 401(k) plan assets to these investoent 
options — and, that losses are borne by plan participants. In addition, 
participmits often do not understand or may receive insufficient disclosures of 
the risks posed by these investments. Further, plan sponsors may be unaware or 
receive insulficient disclosures of the risks and challenges involved vrith those 
Investment options and practices. 



Investments and Practices that Restricted Plan Sponsor and Participant Access to 401 (k) Plan 
Assets 


Money market funds 


Source: GAO. 


I...abor can take a variety of steps to help plan sponsors who offer stable value 
funds and investment options thiri lend securities. Many of these steps can draw 
upon the changes that the Securities and Exchange Commission and others 
have already made, or will make, regarding these investment options and recent 
suggestions from plan sponsors, indust^ service provider, and other key 
stakeholders. Specifically, Labor could identify and take action to address those 
stable value contract constraints that may hinder plan sponsors from 
performing their fiduci^ responsibilities and provide better disclosures to plan 
sponsore about certain investment options to help sponsors make decisions on 
behalf of partidpants. Similarly, revising Labor’s prohibited transaction 
exemption for securities lending to restrict those securities lending 
arrangements that may pc«e unreasonable financial terms upon plans and 
providing more guidance, in general, about such transactions can also help plan 
sponsors and partidpants understand the risks that cash collateral reinvestment 
can pose to plan assets in investment options that lend securities and how to 
mitigate them. 
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GAO 

5 Accounlabfiity * Inlegrity • Reliabiiii 


United States Government Acconntability Office 
Washington, DC 20548 


March 10. 2011 

The Honorable Herb Kohl 
Chairman 

Special Committee on Aging 
United States Sen^ 

Dear Mr. Chairman; 

The recent problems in the U.S. mortgage market and subsequent financial 
crisis revealed underlying weaknesses in the U.S. financial system and 
illustrated the importance of due diligence in financial matters, investors, 
including 401(k) plan participants, experienced large losses from their 
investments in 2(K)8. ' There were reports that some 401(k) participants 
experienced losses and were restricted from accessing their plan assets in 
certain situations, and that employers that sponsored 401(k) plans (plan 
sporrsors) were also restricted from withdrawing plan assets. Nearly 90 
percent of all 401(k) plans are participant-directed, meaning they generally 
allow participants to choose how much to invest, within federal limits, and 
to select from a menu of diversified investment options chosen by the plan 
sponsor. As such, most 40 1 (k) plan participants expect to be able to 
switch investment options or withdraw money from their accounts.^ 
Similarly, plan sponsors also expect to be able to change the investment 
options offered to their 401(k) plan participants without significant 
restrictions and, in fact, have a duty under the Employee Retirement 
Income Security Act of 1974 (ERISA) to act prudently when selecting 
investment options for plan participants and to act solely in the interest of 
the participants. The financial crisis illustrated that withdrawal 
restrictions can be a condition of certain investments, but they can also be 


'Indus! ry researchers have estimated Uwit the average 401(k) retirement account balance 
tlwiinetl 27.8 percent in 2008, before rising 31.9 percent in 2009. Thus, over this 2-ycar 
period, the average retirement account balance lost 4,8 percent. For exjunpic, if the average 
401(k) retirement account balance was $100, a decline of 27.8 percent would bring the 
balance h) $72.20 a! the end of 2008. Then, an increase of 31.9 percent would bring the 
balance to $95.20 at the end of 2009. Acxx>rding to an industry association, the average 
401(k) retirement account balance outperformed the S&P 500 Index in both 2008 and 2009. 

'Other 401 (k) plans are trustee-directed, wherein an employer appoints tnistees who 
{iecide how the plan’s assets will be invested. P’or the purposes of t his report, we are 
discussing parlicipant-directetl 401(k) plans. 
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a limitation of which some plan participants and plaj\ sponsors may not be 
aware. 

Since it was unclear from the reports why cert ain types of investment 
options restricted withdrawals a!\d how ai\d when withdrawal restrictions 
were placed, we were asked to determine what happened during the 
financial crisis to participant accounts and to plan sponsors’ control over 
the Investment options offered to 401(k) plan participants. To better 
understand the type of investments that were offered to plan participants 
and whether plan participants and plan sponsors were adequately 
informed about the potential for withdrawal restrictions, we answered the 
following questions: 

1. What are some of the specific investments and practices that 
prevented plan sponsors and participants from accessing 401(k) plan 
assets? 

2. What changes, if any, could Labor make to assist plan sponsors in 
understanding the challenges posed by certain investments and 
practices? 

To determine the specific practices that may have affected pl^ sponsors’ 
and participants’ access to 401(k) plan assets during the recent market 
downturn, we reviewed articles published by industry experts, related 
documents from the Department of Labor (Labor), such as published 
materials available to plan fiduciaries regarding plan investment practices 
or suggested disclosures, and a report by Labor’s ERISA Advisory Council. 
We also conducted a short poll of plan sponsors. The poll was conducted 
in coordination with Plansponsor Magazine (Plansponsor) and asked 
plan sponsors about withdrawal restrictions in t heir plans. The poll 
respondents were members of Planjiponsor's subscription list, and tlieir 
responses cannot be considered representative of the overall population of 
401(k) plan sponsors. Our main use of tliis infomiation was to better 
inform our understanding of these issues from a plan sponsor perspective 
arid to design our subsequent audit work. Because of the methodological 
limitations and low response rate of this poll, this information is anecdotal 
and represents only the views of the 74 members who responded to our 
poll. 

To demonstrate the scope of the potential effects of withdrawal 
restrictions and risks to particip^ts’ earnings, we gathered data from 
industry associations and private researchers; however, because there was 
no comprehensive data source available, it was difficult to detennine how 
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widespread the incidences of withdrawal restrictions were and to quantify 
any losses to 401(k) participant accounts. We also interviewed plan 
sponsors, plan service providers, representatives from industry 
associations, researches, and Labor officials to determine the 
circumstances that led to withdrawal restrictions during the recent market 
downturn, to get an understanding of the advantages and disadvantages of 
investing in certain investment options and engaging in certain investment 
practices, and to determine the various relationships between 401(k) plans 
and parties involved in these investment options and practices. 

To examine how the oversight and regulatory requirements governing 
withdrawal restrictions ensure that 401(k) plan sponsors and participants 
are aware of the potential for restricted access to plan investment options, 
we reviewed ERISA and Labor’s related regulations, guidance, and 
frequently asked questions to determine their specific disclosure 
requirements and fiduciary responsibility standards. We reviewed the 
relevant federal laws and regulations, including those pertaining to 
disclosure requirements, of the Securities and Exchange Commission 
(SEC), the Office of the Comptroller of the Currency (OCC), the Federal 
Reserv'e Board (FRB), and the Federal Deposit Insurance Corporation 
(FDIC), and interviewed officials at each of the federal entities about how 
they govern withdrawal restrictions and other investment practices. We 
reviewed Labor’s, SEC’s, and banking regulators’, requirements to see if 
changes to those requiren^enls could better inform plan sponsors and 
participants of the risks associated with certain investments and 
investment practices. We also collected and reviewed examples of 
disclosures from various investment options offered by 40l(k) plans to see 
if the disclosures were clear and understandable and if they complied with 
current requirements. In addition, we interviewed Labor officials about 
how they oversee withdrawal restrictions and monitor disclosures to plan 
sponsors and participants, and interviewed service providers, other 
industry and participairt organizations, and pension professionals to obtain 
their views on current oversiglit, disclosure and fiduciary requirements. 

We conducted this performance audit from November 2009 to March 2011, 
in accordance with generally accepted govermnent auditing standards. 
Those sl.andards require that we plan and perform the audit to obtain 
sufficient, appropriate evidence to provide a reasonable basis for our 
findings and conclusions based on our audit objectiv'es. We believe that 
the evidence obtained provides a reasonable basis for our findings and 
conclusions based on our audit objectives. 
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Background 


Under Title I of EIRISA, plan sponsors are permitted to offer their 
employees two broad types of retirement plans, defmed benefit and 
defined contribution. Plan sponsors that offer defined benefit plans 
typically Invest their own money in the plan and, regardless of how the 
plans’ investment perform, promise to provide eligible employees 
guaranteed retirement benefits, which are generally fixed levels of 
monthly retirement income based on years of service, age at retirement, 
and, frequently, earnings. !n contrast, plan sponsors that offer defmed 
contribution plans do not promise employees a specific benefit amount at 
retirement — instead, the employee and/or their plan sponsor contribute 
money to an individual account held in trust for the employee. The 
employee’s retirement income from the defined contribution plan is based 
on the value of their individual account at retirement, which reflects the 
(contributions to, performance of the investments in, and any fees charged 
against their account. Over the past three decades, there has been a 
general shift by plan sponsors away from defmed benefit plans to defmed 
contribution plans. 

The dominant and fastest growing defmed contribution plan is the 401(k) 
pl^, which allows workers to choose to contribute a portion of their 
pretax compensation to tl\e plan under section 401(k) of the Internal 
Revenue Code. ‘ The use of 401(k) plans accelerated in the 1980s after the 
U.S. Department of the Treasury (Treasury) issued a ruling clarifying a 
new section of the tax code that allowed employers and employees to 
make pretax contributions, up to certain limits, to employees’ individual 
accounts. According to estimates by industry researchers, 49 million 
Americans were active 401(k) plan participants in 2009 and, by year end, 
401(k) plan assets amounted to $2.8 trillion.'' In most 401(k) plans, 
participants bear the risk of their investments’ performance and the 
responsibility for ensuring they have adequate savings in retirement. 
Participants may, under certain circumst ances, withdraw their retirement: 
savings early but may have to pay tax penalties for doing so. Current law 
limits participant access to retirement savings in employer-sponsored 
retirement plans although, in certain circumstances, 401(k) plan sponsors 


*ln 2010, the federal liinit for pretax contributions to 401{k) accounts was $16,500. 
Participants aged 50 and over were eli^ble for an additional $5,500 in "catch-up" 
contributions. 

'Employee Benefit Research Institute. 40I(k) Plan Asset Allocation, Account Balances, 
and. Loan Activity in 2009, Issue Brief No. 350 (Washington D.(l: Novenii)er 2010). 
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may provide participants with access to their tax-deferred retirement 
savings before retirement/' 

Plan sponsors that offer 401(k) plans have responsibilities under ERISA. 
The law establishes that a plan fiduciary includes a person who has 
discretionary control or authodty over the management or administration 
of the plan, including the plan’s assets.® Typically, the plai\ sponsor is a 
fiduciary under this definition. ERISA requires (.hat plan fiduciaries carry 
out their responsibilities prudently and do so solely in the interest of the 
plan’s participants and beneficiaries. In accordance with ERISA and 
related Labor regulations and guidance, plan sponsors and other 
fiduciaries must exercise an appropriate level of care and diligence given 
the scope of the plan and act for the exclusive benefit of plan participants 
and beneficiaries, ralher than for their own or another party's gain. 
Responsibilities of a fiduciary may include, but are not limited to 

• selecting and monitoring any service providers to the plan; 

• reporting plan information to the federal government and to participants; 

• adhering to the plan documents, including any investment policy 
statement; 

• identifying parties-in-interest to the plan and taking steps to monitor 
transactions with them; 

• selecting and monitoring investment options the plan will offer and 
diversifying plan investments; and 

• ensuring that the services provided to the plan are necessary and that; the 
cost of those services is reasonable. 


'Plan sponsors may provide panieipants access to their retiremeiii savings in the fonn of a 
participant loan, a hardship withdrawal, or a himp-siim distribution when tl>e paiticipant 
separ^es froni the plan sponsor. Participants who take an early distribution generally pay 
a 10 percent early withdrawal pt'iialty and income taxes on the distribution amount and 
may face other restrictions and fees, such as loan origination fees, 

'’Labor's pressed regulations of October 2010, would amend the definition of an ERISA 
fiduciary, reducing the niunber of conditions that need to be met to be deemed an ERISA 
fiduciarv’. As such, the proposed regulation, if finalized, would encompass a greater number 
of entities ^sisting plan sponsors with selecting inveslmenl options. Definition of the Term 
“Fiduciary,” 75 Fed. Reg. 65.263 (proposed Oct 22, 2010) (to be codified at 29 C.F.R. pt. 
2510). 
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Because 401(k) plans place the responsibility for ensuring adequate 
retirement saving on participants and limit a fiduciaiy’s liability for 
investment decisions made by part kripants, Labor has placed additional 
responsibilities on plan sponsors and their fiduciaries who offer these 
plans. For participants to have control, they must be given the opportunity 
to choree from a broad range of investment alternatives. They must be 
allowed to give investment instructions at least once a quarter and perhaps 
more often if the investment option is volatile. In addition, participants 
must be given sufficient information to make informed decisions about the 
investment options offered under tJie plan. ' 

ERISA allows plan sponsors to hire companies that will provide the 
services necessary to operate their 401(k) plans. Service providers are 
various outside entities, such as investment coit\panies, banks, or 
ii^urance companies that apian sponsor hires to provide the services 
necessary to operate the plan such as 

• investment management (e.g., selecting and managing the securities 
included in a mutual fund); 

• consulting and providing financial advice (e.g., selecting vendors for 
investment options or other services); 

• record keeping (e.g., tracking individual account contributions); 

• custodial or tnistee services for plan assets (e.g., holding the plan assets in 
a bank); and 

• telephone or Web-based customer services for participants. 

Labor’s Employee Benefits Security Administration (EBSA) oversees 
401(k) plans,” educates and assists plan sponsors and participants, 


Our recent reports on target date funds and conflicted investment advice illustrate that 
managing the risks faced in saving for retirement through lOKk) plans today can be 
complicated and pose significant challenges for participants and sponsors alike. See GAO, 
Defined Ccmtribuiion Rans: Key Information on Target Date Funds as Default 
Investments Should Be Provided to Ran Sponsors and Panicipants, GAO-l I-l 18 
(Washington, D.C.: Jan. 31, 2011); and GAO, 401(k) Plans: Improved Regulation Could 
Better F^lect Panicipants ftom Conflicts (f Interest, GAO-1 1-119 (Washington, 0.(1: Jan. 
28,2011). 

”IRS also oversees various aspects of 401{k) contributions under the Interna] Revenue 
Code. 
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investigates alleged violations of ERISA, responds to requests for 
int erpretations of ERISA through advisory opinions and rulings, and 
makes determinations to exempt transactions that would otherwise be 
prohibited under ERISA.® However, the specific investment products 
commonly offered in 40l(k) plans fall under the autliority of the applicable 
securities, bankii^, or insurance regulators. These regulators include SEC, 
federal and st£U,e banking agencies, and state insurance commissioners as 
follows: 

• SEC, among other responsibilities, regulates securities markets and 
issuers, including mutual funds under various securities laws. 

• Feder^ agencies charged with oversight of banks — ^primarily FKB, OCC, 
FDIC, and state banking agencies — oversee bank investment products, 
such as collective investment funds (CIF), which are trusts that pool the 
investments of retirement plans or other institutional investors. ‘ ‘ 

• State insurance agencies generally regulate insurance products. Some 
investment products may also include one or more insurance elements, 
which are not present in other investment options. Generally, these 
elements include an annuity feature and interest and expense guarantees.'^ 


X^or regiUations specify that participatiis must be offered at least three different 
investment options so that they caai diversify inve.stments within an investment category, 
such as through a mutual fund, and diversify among the investment alternatives offered. 

“Tlie operation of CIFs by national banks is subject to regulation luider OCC regulations. 
While certain CIFs offered by slate banks must comply with OCC regulations in order to 
qualify for tax-exempt treatment {See 26 IJ.S.C. § 584) these CIFs generally are not limited 
to employee benefit assets. CIFs offert'tl by state banks that consist solely of employee 
benefit ass<‘ts such as retirement, pension, prtifit sharing, stock bonus, or other trusts that 
are exempt from federal income lax must only comply with applicable slate law 
requirements (which may include a cross-reference to OCC regulations) and are not 
required under the tax code to comply with OCC regulations. 12 C.F.R, § 9.18(a)(2). 

' '.^n institutional invesior is an organization that pools large sums of money and invests 
those sums in securities, real property and other investment assets. Institutional investors 
include banks, insiu'^ice companits, retirement or pension funds, hedge funds, 
foundations and mut ual funds. 

’’in the United States, an annuity contract is created when an insured party, usually an 
individual, gives at insurance company money that will later be dLstributed back to the 
insured party over time. Annuity contracts traditionally provide a guaranteed distribution 
of income over time, until the death of the person or persons named in the contract or unt il 
a final date, whichever comes first 
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401(k) Investment Options ERISA do^ not prohibit a plan from offering any type of investment to its 

participants, but gives plan sponsors flexibility to choose the investments 
to be offered through their 40 l(k) plans. *■’ There are many types of 40 1 (k) 
investment options, including those listed in table 1 . 

Table 1 : Investment Options Typically Offered through a 401(k) Plan 

Type of investment option 

Description 

Real estate accounts 

Rea! estate accounts are c^n-ended, commingled accounts that Invest directly in real estate, 
such as funds that buy and manage commercial properties. Real estate accounts are equity 
accounts consisting primaniy of high quality, well-leased real estate properties in the industrial, 
office, retail, and hotel sectors. If real estate accounts are offered by insurance companies as 
separate accounts, they are regulated by the State Insurance Commissioner in the state they 
are created. 

Mutual funds 

A mutual fund, legally known as an open-end investment company, is a company that pools 
money from many investors and invests the money in stocks, bonds, short-term money market 
instruments, other securities or assets, or some combination of these investments. These 
investments cwnprise the fund's portfolio. Mutual funds are registered and regulated under the 
investment Company Act of 1940. and are supervised by the SEC. Mutual funds sell shares to 
public investors. Each share represents an investor's prr^ortionate ownership in the fund's 
holdings and the income those holdings generate. Mutual fund shares are "redeemable." 
which means that when mutual fund investors want to sell their shares, the investors sell them 
back to the fund, or to a broker acting for the fund, at their current net asset value per share, 
minus any fees the fund may charge. 

Money market funds 

Money market funds are open-end management investment companies that are registered 
under the Investment Company Act of 1940. and regulated under rule 2a*7 under that act. 
Money market funds invest in high-quality, short-term debt instruments such as commercial 
paper, treasury bills and repurchase agreements. Generally, these funds, unlike other 
investment companies, seek to maintain a stable net asset value per share (market value of 
assets minus liabilities divided by number of shares outstanding), typically $1 per share. 

Collective Investment Funds (CIFs) 

A C!F IS a bank-administered trust that holds commingled assets that meet specific criteria. 

Each GIF is established under a “plan” that details the terms under which the bank manages 
and administers the fund’s assets. The bank acts as a fiduciary for the GIF and holds legal title 
to the fund’s assets. Participants in a GIF are the beneficial owners of the fund’s assets. While 
each participant owns an undivided interest in the aggregate assets of a GIF, a participant 
does not directly own any specific asset held by a CiF. CIFs are designed to enhance 
investment management by combining assets from different accounts into a single fund with a 
specific investment strategy. Many banks establish CIFs as an investment vehicle for 
employee benefit accounts, including 401(k) plans. 


“Title 1 of ERISA does not proscribe or prohibit, particular types of investment products or 
options, but plan sponsors must conduct duo diligence and prudently select the investment 
options they wjmt to offer to their parliclpants. 
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Type of investment option 

Description 

Balanced funds 

Balanced funds are pooled acctninls invested in stocks, bonds, and often additional asset 
classes. They are classified into two subcalegories: target-date funds and nontarget-date 
balanced funds. Target date funds are often registered mutual funds and hold a mix of stocks, 
bonds, and other investments. Over time, ttie investment allocation gradually shifts according 
to the fund’s invesfrnent sfrategy. Target date funds are designed to be investments for 
individuals with particular retirement dates in mind. The name of the fund often refers to its 
target date. For example, a fund with the name 'Target 2030" is designed for individuals who 
intend to retire in or near the year 2030. Nontarget-date balanced funds include asset 
allocation or hybrid funds. 

Stable value funds 

Stable value funds are a fixed income investment option, designed to preserve the total 
amount of participants' contrtoutions, or their principal, while also providing steady, positive 
returns set in the contract. See below for more information. 


Souice GAO 

Note: See GAO-1 1-1 18 lor more information on target date funds 


{^abor reports that, in recent years, there has been a dramatic increase in 
tile number of investment options typically offered under 401(k) plans. 
Many investments offered under 401(k) plans today pool the money of a 
large number of individual investors into funds called commingled or 
pooled accounts. However, larger plans are more likely to structure their 
investments in separate accounts. Both types of accounts may be 
invested in stocks, bonds, or real estate, but the type and number of 
options plan sponsors offer to participants in any given 401(k) plan vary 
based on a number of factors, including the size of the plan and Uie chosen 
plan service providers. 

Results from a 2009 survey conducted by an industry consulting firm show 
that the most commonly offered 401(k) investment options in 2009 were 
equity, bond, and stable value funds.*® Results from the survey also 
indicated that the percentage of plans offering money market funds 
significantly increased between 2007 and 2009. As shown in figure 1, equity 
funds accounted for over 40 percent of the 401(k) plan assets at the close 
of 2009. Other plan assets were invested in company stock; stable value 
funds, including guaranteed investment contracts; balanced funds; bond 
funds; and money funds. 


' ^Commingled or collective funds are designed to combine the assets of unrelated 
retirement plans, enabling participants to diversify and gain the economies of scale, i.e., tiie 
advafitagcs that being part of a larger fund affords, such as greater profits anci less cost. 
Participants own a share in a pool of assets. 

' Por plans that offer separate accounts, participtmts own the assets in the pool. 

‘''Hewitt Associates, Trends and Kxjm'iem'e in 401(k) Plans (Lincolnsliire, IL: 2009). 
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Figure 1: Estimated Aggregate Asset Allocation of 401 (k) Plan Assets, 2009 

Dollars In billions 



Note: GAO analyzed data provided in the November 2010 EBRI Issue Brief No. 350, In which EBRI 
and iCI summarize data from their 2009 E6RI/ICI 401 {k} database. According to EBRI and ICI, at 
year end 2009, all 401 (k) plans held a total of $2.8 trillion in assets, and that the database is a 
representative sample of the estimated universe of 401 (k) plans. EBRI and ICI state the database 
contains information on over 51,000 401 (k) plans (about 10 percent of plans) with $1.21 trillion in 
assets (about 44 percent of 401 (k) plan assets) and about 20 million participants (about 42 percent of 
the universe of active 401 (k) plan participanis). The percentages presented In ttiis figure are 
estimates of 40l(k) plan assets induded in each investment type based on the population covered in 
the database, or $1 .21 trillion in 401 (k) plan assets, The "Equity funds” and "Bond funds” categories 
consist of pooled investments— including mutual funds and CIFs— that are primarily Invested in 
stocks and btmds, respectively. The “Other” category is the residual for other investments, such as 
real estate funds, and the "Money funds” category includes money market funds and other funds that 
are designed to maintain a stable share price, other than GlCs and stable value funds. For definitions 
of key teims used in the report, please see the glossary. 


Stable Value Funds a key type of investment commonly offered through 401(k) plans is the 

stable value fund, which is a capital preservation investment option. These 
funds are primarily offered to defined contribution plan participants, 
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ir^cluding 401(k) plan participants.’' Stable value funds are marketed as 
being invested in high-quality, diversified fixed income investments that 
are protected gainst interest rate volatility. According to the Stable Value 
Investment Association, about 50 percent of 401(k) plans offer stable value 
funds and when a st^le value fund is offered, participants put about 15 to 
20 percent of their plan ass(?ts, on average, into the investment option. 
Stable value funds are designed to preserve the total amount of 
Iiarticipants’ contributions, or their principal, w'hiie also providing steady, 
positive returns. 

While these funds attempt to maintain a stable return, actual return could 
vary over time because of changes in the market value of the underlying 
stable value portfolio assets, among other things. To protect the fund 
from interest rate volatility, an important component of a stable value fund 
is the contract that plan sponsors or stable value fund managers purchase 
from plan service providers, including banks and insurers. The contract is 
a guarantee by a service provider, in the event of participant withdrawals, 
to pay participants at book value should the market value of the stable 
value portfolio be worth less than the amount needed to pay that book 
value. As part, of the price of providing this guarantee, contract providers 


' "I’hp stable value fund indusfiy used to offer “stable valtie mutual funds” to investors who 
invested in Individual Retirement Accoiutts; however, after SEC staff raised concerns about 
tite funds’ accounting methods, stable value mutual funds were temiiitated, 

"The market value of a stable value fumi is the colleclive prices at which the undcrlyirig 
assets of the fund are trading in the market at. a givtm time. 

‘The book value of a stable value fund is the principal contributed to the investment 
option, phis accrued interest, mintts withdrawals and fees. Accrued interest, minus 
withdrawals and fees, is c^culated based on a methodology specified in the stable value 
fund contract and fe reset on a periodic basis, which is usually quarterly or semiannually. 
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typically require certain restrictions on plan sponsor and participant 
withdrawals or transfers of plan assets from stable value funds. 


While the market value of a stable value fund fluctuates as market prices 
of the underlying assets rise and fall, its book value fluctuates much less 
often, if at all — the rate of return may be fixed, indexed, or reset 
periodically based on certain factors, including the actual performance of 
the underlying assets; — depending on the type of stable value fund contract 
obtained by the plan. Table 2 describes the three types of stable value fund 
contracts. Stable value funds may hold one contract type or a combination 
of contracts. 

Table 2: Descriptions of the Three Types of Stable Value Fund Contracts 

Type of stable value fund 

Description 

Traditional guaranteed investment 
contracts (GIC) 

Plan sponsors contract with an insurance company to guarantee participants principal 
protection and a rate of return regardless of the perfomiance of the underlying assets, which 
the insurance company owns and holds within their general account. 

Separate account GlCs 

Plan sponsors contract with an insurance company to guarantee participants principal 
protection and a rale of return, which may be fixed, indexed, or reset periodically based on the 
actual performance of the undeiiying assets. The insurance company owns and holds the 
underlying assets in a separate, customized account for the exclusive benefit of a single plan. 

Synthetic GICs 

Plan sponsors contract with a bank or insurance company to guarantee participants principal 
protection and a rate of return relative to a portfolio of assets held in an external trust owned 
by the plan. The rate of return, which is based on the actual performance of the underlying 
assets, is reset periodically. 


Sou'ce GAO 


Note; For the purpose of this report, stable value funds described are those typicafly categorized as 
synthetic guaranteed investment contracts. 


■"’In fati, at;c-ordjng to a stable value fund proxnder, plan sponsor rpstrictions are necessary 
to provide the fund manager with a tool to protect the remaining investors in the fund and 
to protect the issuers of wrap contracts used by the funds. Sitnilariy, in a 2006 Akron Law 
Revitnv publication, an industry expert notes that., in order for a wTap contract to be a 
financially sound product, wrap conlxatl providers nearly universally Insist that plan 
participants not allowed to make direct transfers from a stable value fund into a money 
market fund. The author argues that these participant restrictions are not only necessary to 
maintain favorjd>Ie rctnnrs above those of other low-risk investments, but also to ensure 
that less financially sophisticated plan participants are not disadvantaged by financially 
sophisticated, market-timing plan participants. Paul J. Donahue. “Plan Sponsor Fiduciary 
Duty for the ^lecdwt of Options in Participant-Directed Defined Contribvition Plans and 
the Choice Between ^blc Value and Money Market," Alavn Law R(wieiv 39, No, 1 (2005- 
2006). 
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For synthetic GICs, contr^ts are called “wrap contracts.” These stable 
value funds may obtain multiple wrap contracts from wrap contract 
provider to cover ttie imderlying assets held in the stable value portfolio. 
As shown in fi^ire 2, if participants want to withdraw funds when the 
value of a stable value portfolio falls below the book value the wr^ 
contract provider may make up the difference for participants. In this 
situation, the wrap contract provider must only cover tl\e difference 
between market value and book value if the total amount of participants’ 
withdrawals exceeded the market value of the underlying stable value 
portfolio. 



Source: GAO (vesenta&m of Stable Value inuesl'Tient Association information. 
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401(k) Investment 
Practice: Securities 
Lending with Cash 
Collateral Reinvestment 


Many of the investment options offered by plan sponsors, including money 
market funds, st^le value funds, and equity funds, engage in a practice 
called securities lending, where some of the assets held in these 
investment options on behalf of plan participants are lent out for a period 
of time to a third party, usually a broker-dealer. In return, the broker- 
dealer providts collateral to the securities lending agent to hold until the 
broker-dealer returns the borrowed securities.'’ For example, an S&P 500 
index fund will hold the same stocks in approximately the same ratio as 
they compile the S&P 500, in an attempt to approximate the return of the 
S&P 500. There will always be a gap between the S&P 500 and an index 
fund that trie-s to approximate the returns of the S&P 500, by buying and 
selling stocks to maintain the same values as are held in the S&P 500. This 
gap, also known as “tracking error,” is caused by, among other things, fund 
expense, such as investment advisory fees, and brokerage expenses, that 
the index itself would not have. These index funds may try to decrease the 
gap by earning greater return on the stocks they hold by temporarily 
lending out the securities and then investirrg the cash collateral they 
receive.** Table 3 defines the various parties involved in a typical securities 
lending transaction. 


■'Some of the $2.8 trillion in assets held in 401(k) plans at the end of 2009 were utilized in 
securities lending programs, but the specific perc;entage is unknown. Ttie percrentage of 
asst’ts lent out at any given time varies hy type of 401(k) investment option, While SEC 
staff, by no-action letters, limit tiio {K>rccnUge of assets in mutual funds and money market 
funds that can be utilized in securities lending programs, other 401(k) investment options 
that are not registered with SEC, such as some equity, bond, and stable value funds, are 
generally not. limited in the percentage of assets that can be utilized by securities lending 
programs. 

^'^e securities lending agent lakes collateral for the loan that can be olUier cash or 
^^curities, such as bonds or slocks. However, in the United States, cash is the primary form 
of collateral taken in securities lending transactions and, t hus, for the pujri)ose of this 
report, investment options that lend sccuriticvs are those investment options that 
participate in the practice of letulmg plan assets to third parties in exchange for cash as 
collateral that a fund reinvests, or securities lending with cash collateral reinvestment. 

■ 'if the investment cation takes cash as collateral, the lender has the right to reinvest that 
cash to earn an additional return. The borrower does not pay an additional fee to borrow 
the securities, called a “negative rebate," unless the security is in extremely high borrowing 
demand. If the investment option takes securities as collateral, the borrower will pay the 
lender a fee. 
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Table 3: Various Parties Involved in a Typical Securities Lending Transaction with Cash Collateral Reinvestment 

Entity 

Role 

Plan participants 

Plan participants contribute to their 401 (k) and direct that contribution to certain investment 
options. In 401 (k) plans, the assets are held in trust for participants. 

Plan sponsor 

A plan sponsor chooses whic^i investment rations to offer to its participants and, when making that 
choice, may decide whether to offer investment options that engage in securities lending. 

Plan service provider 

A plan service provider purchases securities on behalf of 401 (k) plan participants. May act as 
securities [endir>g agent.* 

Securities lending agent 

The securities lending agent may coordinate loans of securities, hire a manager to invest cash 
coilaterat, and often takes on counterparty nsk — or the risk that the borrower will fail to return the 
securities — on behalf of the plan. May be an affiliate of the custodian, i.e., an entity, usually a bank, 
that has legal responsibiiity for safekeeping a plan's securities. 

Borrower 

The borrower contracts with a broker-dealer to acquire the securities it needs to cover its 
obligations. The broker-dealer can also be the borrower. There are many reasons why an entity 
might seek to borrow securities, mduding for “short” sales, i.e., borrowing a security from a broker 
and selling it. with the understanding that it must be bought back and returned to the broker. Short 
selling is a technique used by investors who try to profit from the falling price of a stock. 

Broker-dealer 

The broker-dealer borrows securities on behalf of its customers, providing cash as collateral to the 
securities lending agent."* A broker-dealer is a company or other organization that trades securities 
for its own account or on behalf of its customers. Although many broker-dealers are “independent" 
firms solely involved in broker-dealer services, many others are business units or subsidiaries of 
commercial banks, investment banks or investment companies. When executing trade orders on 
behalf of a customer, the institution is said to be acting as a broker. When executing trades for its 
own account, the institution is said to be acting as a dealer. 

Cash collateral pool manager 

The cash cotiateral pool manager invests the cash provided as collateral for the borrowed 
securities in order to earn additional return for the securities lending agent during the period of time 
that the securities are borrowed. The securities lending agent can be the cash collaterai pool 
manager, but usually il is an affiliate of the securities lending agent. 


Source GAO 


"Custodial banks commonly provide secunties lending services to defined benefit and defined 
contribution plans. If the plan invests plan assets m separate accounts, plan sponsors can choose 
wtiether or not to participate directly m a securities lending program, if the plan invests plan assets m 
commingled accounts — including mutual funds and collective investment funds — it may also 
participate indirectly in securities lending if those commingled accounts partiapate in secunties 
lending. 

The amount of collateral provided by the broker-dealer may depend on the type of secunty being 
lent. ForU.S. secunties a typical collateral rate is 102 percent, for international securities It is 105 
pement, of the value of the securities being lent out. 

Figure 3 shows how a simple securities lending transaction would work. 
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Figure 3: Example of a Simple Securities Lending with Cash Collateral Reinvestment Transaction 



n Participant 

“* sends cash to 
plan sponsor to 
be invested in a 
401 (k) plan. 


n Plan sponsor, usuaily 
employer, sends cash 
to plan -service provider 
to purchase shares in 
401 (k) plan on behatf 
of participant. 


n Plan service provider 
^ bu^ securities (»i behatf 
the plan and holds 
th^e securities ^id 
those of other investors 
in a pool of assets. 


Lending shares for additional mmstment 


jjn Actlag as securities lending agent, plan 
. “ semes provtder may tend some of fne pool s , 
secunfles to a broker-dealer. 


Broker-dealer borrows a . 
needed security on behalf, 
of a customer in exchange, 
tor cash as cc^lateral ar>d 
a promise to return the 
Security at a.future date. 


Cash 


Cotfate raJ 


Breksr-d't.i'e' 

,'v. 

^ Seei^addittoral return, these 
agsnf r-<vesis the cash i 


F^rticipant 


Plan sponsor 


Plan senrics provider 

Can act as securitias 
lending agani 


Collataral 


Cash, collateral 
poo) manager 

( jj^ When the broker-dlti^^f' 
i-l^iihe plan refunds thecishj 


1$ ft* security, 
iascoHateraf. 


SourcerOAO Interviews and analysis ol the prectice o( securities lending wIVi cash coKaieral lelnvesimenl. 


Note: When securities are on ban, the tenders, or plan participants, retain al! the benefits of 
ownership including rights to dividends, interest payments, corporate actions (excluding proxy voting), 
and market exposure to unrealized capital gains or losses. 


'Participants earn additional return in this transaction when the reinvested cash collateral earns more 
than the amounts owed to (1) the cash collateral pool manager as a fee for managing the cash 
coflateraf pool and (2) the broker-dealer as a 'Vebate.' Generally the return left over after these two 
entities are paid is split between the securities lending agent and plan participants in varying 
percentages. The proceeds from securities lending that plan participants receive typically serves to 
offset oistody fees and administrative expenses or to simply enhance participants’ portfolio returns. 


Institutions engaged in securities lending for a 401(k) plan subject to 
ERISA are supposed to take all steps necessary to design and maintain 
their programs to confonn to an ERISA exemption that authorizes 
securities lending transactions that might otherwise constitute “prohibited 


Page 16 


GAO-11-291 Restrictions on Withdrawals from 401(K) Plans 



VerDate Nov 24 2008 13:46 Aug 17, 201 1 Jkt 067300 PO 00000 Frm 00105 Fmt6601 Sfmt 6601 C;\DOCS\67300.TXT SHAUN PsN: DPROCT 





102 


transacUons” under ERISA. In general, ERISA prohibits parties-in- 
interest — such as service providers, plan fiduciaries, the employer, the 
union, owners, officers, and relatives of parties-in-interest — from doing 
business with the plan^" but provides various exemptions to these 
prohibited transactions.^ Some of the exemptions provide for dealings 
with banks, insurance companies, and other financial institutions essential 
to the ongoing operations of the plan. Labor issued Prohibited Transaction 
Exemption (PTE) 2006-16 to allow the lending of securities by employee 
benefit plans to certain banks and broker-dealers and to permit the 
payment of compensation to a lending fiduciary for servicres rendered in 
connection witli loans of plan assets that are securities. 


Certain Investment 
Options Placed 
Withdrawal 
Restrictions on 401(k) 
Plan Sponsors and 
Participants 


Between 2007 and 2010, some plan sponsors and participants were 
restricted from withdrawing their plan assets from certain 40l(k) 
investment options, such as real estate, money market, and stable value 


■■'Prohibited Transaction Exemption (PTE) 2006-16; Class Exemption to Permit Certain 
Loans of Securities by Employee Benefit Plans, 71 Fed. Reg, 63,786 (Oct. 31, 2006). 

■^■■29 U.S.C. § 1 106. Prohibited transactions under ERISA include a .sale, exchange, or lease 
between the plan and party-in-interest; lending money or other extension of credit between 
the plan and party-in-ii>tert*st; and furnishing goods, services, or facilities between the plan 
and pany-in-lnierest , among other prohibited transactions. Labor may grant administrative 
exemptions from the prohibited tnmsaction prxivisions of ERISA. 

■’*ERISA provides a number of detailed exemptions to its prohibited rraTisaction provisions 
and permits Labor to establish additional ones. 29 U.S.C. §1108. 

^’Prohibited Transaction Exemption (PTE) 2006-16. This exemption permits the lending of 
securities owned by an employee benefit plan to persons who would otherwise constitute a 
“party in interest” with reflect to such plans, provided ('ertain conditions specified in the 
exemption are met. Under those conditions neither the borrower nor an affiliate of the 
borrower can have discretionaiy control over the investment of plan assets, or offer 
investment advice concerning the assets, and the loan must, be made pursuant to a written 
agrecmenL The exemption also establislies a minimum acceptable level for collateral based 
on the market value of the loaned securities and permits compensation of a fiduciiuy for 
services rendered in connection with loai« of plan assets that arc securities. 
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investment c^tions.^ As shown in figure 4, beyond elevated levels of 
withdrawal requ^ts, there were various reasons why certain investment 
options restricted withdrawals.^ 


■^^oro arp a nunibt^r of reasons why plan sponsors and participants ntay want to witfidraw 
their as.sets. For example, plan sponsors can switclt investment options because they want 
lo oflVr dilTercnt invesiment options or becatjse fees are too high at their (‘urrent service 
provider. Participants often transfer their plan assets into riskier or saff;r investment 
options or may withdraw their 40l(k) assets because they are experiencing a personal 
ijardship. Participants are also allowed to withdraw their assets when they retire. Between 
2007 and 2010, while some investment options placed restrictions 0 !\ participants and 
sponsors who wanted to withdraw to move their plan assets into other investments, 
investment (^tions generally did not restrict- certain withdrawals that were defined by pkm 
sponsors. This included h^xlship withdrawals and withdrawals at retirenient, if applicable. 

“NVilhdrawal restrictions, in general, may have prevented some realized losses during the 
period of the restrictions. 
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Figure 4: Reasons Withdrawal Restrictions May Have Occurred Regarding 401{k} Pian Assets 


e accounts 
Sil Fund doesn't have 
enough cash and 
doesn't want to 
liquidate assets that 
have declined in value 
or have become 
difficult to sell. 




/f It 


Money market funds 
m Fund’s assets have 
declined in value, and 
the fund has decided 
to liquidate. 



Stable value funds 
H Fund doesn't have 
enough ca^ to pay all 
patlicipanis or sponsors 
who want to withdraw at 
book value; and 
S Fund is unaUe to 
liquidate assets that have 
declined in value or have 
become difficult to sell for 
enough to pay out at book 
value; and 

B V/rap contracts will be 
voided if sponsor or too 
many participants want to 
withdraw or because of an 
employer-initiated event. 




Securities lending 
m Cash collateral pool 
assets have declined In 
value Of have become 
difficult to trade; and 
B Unable to liquidate 
assets to obtain enough 
cash to unwind securities 
lending transaction. 


Real Estate Accounts Multiple real estate accounts placed restrictions on participant and 

Restricted Withdrawals sponsor withdrawals in 2007 and 2008 — some of wluch lasted into 201 
Because of Illiquid Assets Since these accounts buy and manage real estate, such as commercial 
properties, which is inherently more illiquid than some assets in other 
401(k) investment options, industry experts we spoke to told us that few 
plan sponsors tend to offer these investment options in 401 (k) plans. 
Nevertheless, some 401(k) plan participants had invested some of their 
401(k) plan assets with these types of investment options £md found those 


'generally, defined benefit plans are more likely to invest in real estate than defined 
contribution plans. As such, public reports of redemption restrictions noted diat numerous 
defined benefit plans also experienced withdrawal restrictions fiom tliese investment 
options. 
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assets frozen during the last few years because some of the investments in 
the real estate accounts — for example, an investment by the real estate 
fund in a high-rise building or other commercial property — had lost 
significant value and became difficult to sell. As a result, participants’ and 
plan sponsors’ withdrawals of their assets from the investment options 
wore p<»lponed by managers of the accounts, sometimes for multiple 
years.'’’ While the number of 401(k) plan sponsors or participants whose 
withdrawals were affected or who lost money as a result of withdrawal 
restrictions is unknown, at least one lawsuit was filed on behalf of ERISA 
plans, including 401(k) plan participants, alleging that a service pro\ider 
breached its fiduciary duties by managing a real estate account that 
restricted withdrawals inconsistently with its stated objective to maintain 
adequate liquidity to provide for daily withdrawals. '*' As of December 2010, 
some of the restrictions that were placed on these real estate accounts had 
been lifted, and some plan participants and sponsors had received their 
requested plan assets. 

Industry experts told us that withdrawal restrictions on real estate 
accounts are not unusual — in fact such accounts have implemented 
withdrawal restrictions in the past — and that, for this reason, these 
investment options disclose to plan sponsors and participants in account 
documentation that the real estate account manager may temporarily 
freeze withdrawals. We found that plan sporisors generally receive 
information about real estate accounts, including tlie maximum number of 
days allowed to defer withdrawals from the account, in the contract that 
they sign with their service provider. In addition, we reviewed disclosures 
to participants that slated that the investment option was subject to 
investment and liquidity risk and other risks inherent in real estate such as 
those associated with general and local economic conditions, and that 
payment of principal and estmings may be delayed. However, some of the 
industry officials we spoke to noted that, regardless of these disclosures, 
participants may not have known that their plan assets could be frozen 
because they failed to read or understand the disclosures. 


'"While restrictions were placed on participaiits and sponsors who wanted to withdraw to 
jnove their plan assets into other investmeixts, a representative of tlie real estate accoxints 
that we spoke to fold us that, xlespile the restrictions, it continued to pay benefits for 
j'ertiiin withdrawals that were defined by plan sponsors, including hardship withdrawals 
and withdrawals at retirement at normal age, if applicable. 

''MvUaney V. Principal Global Investors. LLCel al No.4:10-cv-00l99-RP-TJS (U.S. Dist. 
Ct, So. Dist. Of Towa)( April 30, 2010). 
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One Money Market Fund 
Restricted Withdrawals 
Because of Losses and 
Illiquid Assets, While 
Others Required Support 
to Prevent Potential 
Restrictions 


While money market funds account for only a small portion of 401(k) plan 
assets, during 2007 and 2008, many money market funds experienced 
severe financial difficulties from exposure to losses from debt securities 
issued by structured investment vehicles and Lehman Brothers Holdings 
Inc. (Lehman), and one of them placed restrictions on all withdrav^als 
from the investment option. The once-more than $60 billion money market 
fund, the Reserve Primary “broke the buck" on September 16, 2008, 
because its $785 million holdings of Lehman debt securities had defaulted, 
causing a 3 percent loss to investors, including 401(k) plan participants. ’'^ 
As a result of invt>stor concern over Lehman’s default, the Primary Fund 
faced a very large number of withdrawal requests over a short period of 
time — or a run on the fund — which the other Reserve funds also 
experienced. ■'* The Primary Fund stopped satisfying redemption requests 
and formally instituted withdrawal restrictions on all investors on 
September 22, 2008, when it obtained an SEC order pennitting the 
suspension of redempt ions in certain Reserve Funds, including the 
Primary Fund, to permit their orderly liquidal ion.'® 


’‘Money market funds mirst operate in accordance with rule 2a-7 under the Iiwestntetit 
Company .^ct of 1940. Under nilo 2a-7. as in effect in 2008, money market funds were 
piumitted to maintain a stable net asset value, usually $1.00, by using the “amortized cost" 
valuation method. Under this valuation method, securities are valued at acquisition cost, 
with certain adjustments, instead of fair ntarket value. If there is a difference of more than 
one-half of 1 percent ($.005 per share) between amortized cost and net tisset vahie, the 
fund is deemed to have “broken the buck," and must, reprice its shares. The Primary Fund’s 
Lehman holdings wore valued at zero in September 2008 wliich led to a repriced net asset 
value of $0.97 per share. However, these l>ehman holdings w’ere subsequently sold for 
iuound 22 cents on the dollar and thus, as of appio.xtmately July 16, 2010, Primary Fund 
investors had been paid 99 cents on the dollar. 

According to the “Report of the President’s Working Group on Financial Markets: Money 
Market Refomt Options," October 2010, money market funds are vulnerable to runs 
because shareholders have an incentive to redeem their shares before others do when 
there i.s a perception the fund might suffer a loss. Even when the fmid suffers a small loss, 
.shareliolders who choose to redeem may <lo so at the expense of the remauiuig 
shareholders. 

'^'Siibjecl to certain exceprioits, Section 22(e) of the Investment Compatiy Act of 1940 
prohibits mutual fttnds, including money market funds, from (i) suspending the ri^t of 
redemption, or fil) postpotung payment upon redemption of any redeemable security in 
acconlancc with its terms for n\ore than seven days after the tender of the security to the 
fund or its agent One of the exceptions is by order of the SEC for tiie protection of the 
fund's security holders. SEC issued an order covering the Reserve Primary Fund and the 
U.S. Government Fund on Septentber 22, 2008, and an onler covering additional Reserve 
money market funds on October 2-1, 2008. 
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With the exception of the Reserve Primary Fund, the money market funds 
that were exposed to losses in 2007 and 2008 obtained support in some 
form from their advisers or other affiliated service providers that may have 
helped to avoid potential restrictions. This support either absorbed the 
losses or provided a guarantee covering a sufficient amount of losses to 
prevent the money market fijnd from breaking the buck. In addition, these 
funds received support from federal regulators to help them remain liquid 
and preserve their value. Shortly after the Reserv'e Primary Fund began to 
experience difficulties, on September 19, 2008, the Treasury announced 
the Temporary Guarantee Program for Money Market Funds, wliich 
temporarily guaranteed certain invest ments in money market funds that 
decided to participate in the program.^ On the same day, the FRB 
announced the creation of its Asset-Backed Commercial Paper Money 
Market Mutual l'\ind Liquidity Facility, througli which it extended credit to 
U.S. banks and bank holding companies to finance their purchases of high- 
quality asset-backed commercial paper from money market funds.'"' As a 
result of the service provider and federal support, that provided additional 
li(i\iidity to money market funds, additioi\al redemption suspensions and 
liquidations may have been prevented. 

Because of the severity of the problems experienced by money market 
funds during 2007 and 2008, SEC reformed its regulations governing 
money market funds. The new regulations are designed to make money 
nwket funds more resilient, more liquid, and to reduce t,he chance of nms 
on money market funds in the future. ’" Among other things, the new 
regulations now permit a money market fund that has broken the buck, or 
that is at imminent risk of doing so, and that has irrevocably decided to 


■''q'reasury’s Temporary Guarantee Program for Money Market Funds expired on 
September 18, 2009. Treasury guarantcfsl that upon liquidation of a participating money 
market fund, the fund’s shareholders would receive the fund's stable share price of $1.00 
for each fund share owiied as of September 19, 2008. Participating funds were required to 
agree to liquidate and to suspend shareholder redemptions if they broke the bi»ck. Most 
money market funds elected to participate in the program. On November 20, 2008, SIX 
adopted an interim final tempormy nile under se(;tion 22(e) of the Investment Company 
Act that permitted investment companies that commenced liquidation under ( he Guarantee 
Pro^ant to suspend ledemptions of outstanding shares and postpone payment of 
redemption proceeds. 17 C.F.R. § 270.226-3^ Accrording lo SEC staff, none did. 

■''FRB's Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility 
expired on February 1, 2010. 

‘"Money Market Reform, 75 Fed. Reg. 10,060 (Mar. 4, 2010) (codified at 17 C.F.R. pt. 270 
and 274). Tite new rules were effective May 5, 20 10. 
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liquidate, to suspend redemptions without obtaining an SEC order. ® These 
changes could permit additional participant and sponsor withdrawal 
restrictions in the future, if additional money market funds liquidate. 


Some Stable Value Fund 
Assets Were Restricted 
Because of Losses, Illiquid 
Assets, and Contract 
Constraints, Which Also 
Pose Risks to Participants 


Some Stable Value Funds 
Restricted Plan Sponsor and 
Participant Withdrawals, but 
the Extent Is Unknown 


Industry experts have noted that most stable value funds avoided 
withdrawal restrictions in 2008 and 2009, but w’e found that the total 
number of plan sponsors and participants affected by wi t hdrawal 
restrictions from stable value funds was unkno^vn. Stable value funds can 
place restiictions on plan sponsor and participant withdrawals in some 
circumstances when the market value of the fund’s underlying assets is 
below the book value, and more participants want to cash out than the 
fund’s cash holdings can handle. According to the Stable Value Investment 
Association and industry consultants, many stable value funds were 
operating with market values below book values in 2008 and 2009 because 
of losses and illiquidity in their underlying assets, but plan participants 
allocated increasing amounts of their 401(k) assets to stable value funds. 
An industry association indicated that this increase in participants’ 
contributions to stable value funds likely allowed stable value fmtds to 
avoid liquidity problems that could have caused withdrawal restrictions or 
losses for participants. 


However, when many stable value funds experienced market values below 
book values during 2008 and 2009, some participants and plan sponsors 
were restricted froni withdrawing their plan assets from some stable value 


'’Spt'cifically, the new rule (rule 22e*3) pennits a money market fond to suspend 
redemptions and postpone payntent of redemption proceeds to facilitat(* an orderly 
liquidation of the fund If: (1) the fund's board, inchiding a majority of the disinterested 
directors, determines that the deviation between the fund's amortized cost price per share 
and the market-based net asset value per share may result, in material dilution or other 
unfair results to investors, (2) the board, including a ntfyority of the disinterested directors, 
irrevocably lias approved liquidation of the fund, and (3) (he fund has notified SEC prior to 
suspendmg redemptions. 


rage 23 


GAO-11-291 Restrictions on Withdrawals from 40J(K) Plans 




VerDate Nov 24 2008 


13:46 Aug 17, 2011 


Jkt 067300 PO 00000 Frm 00112 Fmt6601 


Sfmt 6601 


C;\DOCS\67300.TXT SHAUN 


PsN: DPROCT 


I 



109 


portfolios because of stipulations in their wrap contracts. For example, 
after tl)eir comp^y’s bankruptcy, participants in Mervyns LLC’s 401(k) 
plan were restricted from withdrawing their assets invested in the stable 
value option. In ttiis situation, the protections that would have been 
afforded to tbe Mervyns participants by the stable value fund’s wrap 
contract were voided by the plan sponsor’s bankruptcy, since it was 
considered an “employer-initiated event” in the contract. Similarly, some 
plan sponsors were restricted from withdrawing plan assets from stable 
value funds because of constraining language in the wrap contract that 
provided for withdrawal restrictions in the case of employer-initiated 
events. Specifically, wrap contracts typically stipulate that stable value 
managers have the right to restrict plan sponsor withdrawals for employer- 
initiated events for up to 12 months in order to unwind investments and 
ensure that participants can be paid out at book value, but during this time 
participants are generally able to make withdrawals from the investment 
option at any time.® Employer-initiated events could include layoffs, 
bankruptcies, and changing stable value fund providers and might include 
anything that may cause withdrawals of a large plan asset amount from the 
investment option in a short time frame. For example, one plan sponsor 
who recently acquired another company noi ed that the acquisition took 
only 4.5 months, but it was restricted from withdrawing from the 
companies’ two stable value funds for nearly 2 years because the 
acquisition, as an employer-initiated event, required a merger of the two 
existing stable value funds, but existing contract providers refused to 
accommodate the stable value fund merger without loss to participants. 
Another plan sponsor we spoke to noted that its 40i(k) plan switched plan 
service providers and had to wait until the stable value fund provider had 
come up with enough cash to implement the change. As of the date of the 
switch, new contributions to the stable value option were attributed 
directly to the new stable value fund at the new provider, but the plan had 
to keep the past contributions on the plan’s records until the restriction 
was lifted. 


■“’Restrictions may vjuy depending on the wsiy the stable vfilue fund is slmctiired. 12'monUi 
restrictions, such as tlte restrictions described above, are generally stipulated in contracts 
where the stable value fund is structured as a commingled investment option. For plan 
sponsom who offer st^le value funds as sepM’ate account investment options, there is 
generally no exit option, per se. Instead, for stable value hinds tliat are operated as 
separate account invratment options, plan sponsors generally cannot exit at book value 
until market values recover to Uvat amount. 
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Losses and Illiquidity in Stable losses and illiquidity of the mvderlying assets of stable value funds and 

Value Portfolios and Contract contract constraints that led to the withdrawal restrictions raised some 
Constraints Increase concerns about tiie risks that these investment options pose to 

Participants’ Risks for participants. Specifically, the industry has documented that, between 2005 

Restrictions and Losses 2(W7, many stable value funds began including riskier assets than had 

been traditionally included in stable value portfolios — including highly 
rated corporate bonds, mortgage-backed securities,^’ and asset-backed 
securities,^ at the expense of treasuries — in an effort to increase 
participants’ return and to attract more investors. However, many of these 
securities suffered price declines, which contributed to the stable value 
funds’ market values falling below their book values and has resulted in 
lower returns for participants. When the market value of the stable value 
portfolio is above book value, participants who want to withdraw their 
plan assets from the stable v^ue fund receive book value, and stable value 
fund providers retain the extra as profit and as reimbursement for their 
costs to run the stable value fund.^' However, as shown in table 4, when 
the market value of the stable value portfolio's assets is below book value, 
and the contract is voided by an employer-initiated event, plan participants 
can face withdrawal restrictions until the stable value fund generates 
enough cash from new contributions or by selling existing portfolio 
assets." 


"Mongage-backed securities are securities whose value and income payments are derived 
from and collateralized (or “backed”) by a specified pool of underlying mortgage loans, 
most commonly on residential property. For example, a bank or other entity lends a 
borrower the money to buy a house and collects monthly payments on the loan. Tills loan 
and a number of others, perhaps hundreds, are sold to a larger bank that packages the 
loans together into a mortgage-backed soc'urily. The largf'r bank then issues shares of this 
security to investors who buy them and ultiuii^ely collect the dividends in the form of the 
monthly mortgage payments. 

■"^An a^et-backed security is a security whose value and income payments are derived from 
and collateralized (or “backed") by a specified pool of underlying assets. The pool of assets 
is typically a gniup of small and illiquid assets that are unable to be sold individually. 
Pooling the assets into financial instruments allows them to be sold to general investors, a 
process called st'curiiization, and allows the risk of investing in the underlying assets to be 
diversified because each security will represent, a fraction of the total value of the diverse 
pool of underlying assets. The pools of underlying assets can include common payments 
from credit cards, auto loans, and mortgage loans, t o esoteric cash flows from airciaft 
leases, royalty paymente and movie rev'enucs. 

“Some of the amount tliat the provider reUiins may be paid back to existing or new 
participants through small increases in their future book value. 

"Such rratrictions are likely to occur ui this situation if the stable value fund was 
siruilured as a commingled investment option. 
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Table 4: Potential Effects on Participants if Market Value Is Below Book Value 

Wrap contract is: 

What happens if many participants want to withdraw? 

Valid-withdrawals do not result from 
employer-initiated events. 

Stable value fund pays participants with cash holdings and proceeds from selling other 
stable value holdings. Sir«e the stable value holdings are not enough to pay participants at 
book value, the wrap provider pays the difference between market value and book value." 

Void — withdrawals result from employer- 
initiated events that void the contract. 

Stable value fund pays participants the market value of their investment in the fund with 
cash holdings and proceeds from selling other stable value holdings. 


or 


Stable value fund restricts withdrawals until the stable value fund can provide participants 
with cash holdings and proceeds from selling other stable value holdings. 


ScRMre GAO 


''Wrap providers cover the difference between market value and book value; not the full amount 
necessary to pay participants who request vwtftdrawals. For example, if the book value of a 
participant’s assets in the stable value fund is $100, but the market value of their plan assets ts 
only S97. then the wrap provider would pay $3. and the stable value fund would pay S97 if the 
participant wanted to withdraw their assets. 

In addition to withdrawal restrictions, when the market value of the stable 
value portfolio’s assets is below book value, participants are at risk for 
lo^es from the investment option. As noted above, in the case of an 
employer-initiated event, the wrap contract protections that would provide 
participants with book value could be voided, thereby placing plan 
participants at risk for any losses of the underlying assets.^* For example, 
when Lehman filed for bankruptcy in September 2008, wrap contracts that 
covered portions of the stable value fund in the Lehman 401(k) plan 
became void, which resulted in losses for some plan participants who 
withdrew their plan assets from the investment option. Furthermore, even 
if the wrap contract remains valid, if more participants request transfers 
out of the investment option when the market value of the fund is less tlian 
book value than the fund’s liquidity reserves can handle, new participants 
and participants who remain in the fund could be at risk for the losses 
from the investment option because the rate of return earned on the stable 
value fund, going forward, will be adjusted downward by the wrap 
contract provider to reflect the market losses that were temporarily 


^ 'l)C“i>ending on the specific situation, some plan sponsors may be able to negotiate wish the 
stable value fund provoder to continue to provide book value to participants, even though 
an employcr-initijUed event has occurred. However, if the plan sponsor is able to negotiate 
with the wrap provider or find a new wrap provider who will accept the losses on the 
original contract, participants who are covered under the renegotiated or new contract will 
likely be charged a higher fee to make up for the losses. 
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covered by the wrap provider.^'' In fact, industry experts note that wrap 
providers had never made a payment in fulfillment of a wrap contract that 
they did not recoup. As a result of the accosted rate of return, future assets 
contributed to the stable value fund, whether by current or new 
participants, will earn less than the original assets that incurred the losses 
because the wrap provider will guarantee a lower return for those future 
contributions in order to make up for the market losses. Although one of 
the reasons why stable value fund providers place restrictions on plan 
sponsor and participant withdrawals is to limit these situations, even 
unrestricted participant withdrawals could trigger an inequitable 
distribution of risk and losses. This is of particular concern when interest 
rates have risen sharply, and investor leave the stable value fund in 
search of higher yields. 

Stable Value Wrap Contracts addition to causing potential losses for participants, wrap contracts can 

Also Expose Participants to also expose participants to other risks. Figure 5 illustrates some of the 
Other Risks potential risks associated with stable value fund wTap contracts. 


^’If participants request transfers out when the market value of the fund ivS less than book 
value, the cash held by die stable value fiuid has been exhausted, and the withdrawal 
request.s are not related to an employer-initiated event, the wrap contract will partially 
cover the difference between the market value and book value of the withdrawals. The 
wrap provider pays participants only if there is a deficit between book value and market 
value after all participants have left the plan. 
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Figure 5: Potential Risks Associated with Stable Value Fund Wrap Contracts 



‘One of the major wrap contract providers almost went bankrupt, requiring a federal bailout. 

• “Competing” fund restrictions — If participants wish to withdraw their 
assets from a stable value fund, the terms of the wrap contract may 
prohibit them from transferring their assets into “competing" investment 
options offered by the plan sponsor, as defined in the wrap contract. 
Participants may instead be required to put their assets into a 
noncompeting investment option for 90 days/'' Because these funds are 
intended to be longer term investments, these restrictions are typically 
included in the wrap contract to prevent participants from taking of 


^"njese wrap contract restrictions are sometimes called “equity wash provisions" because 
once the participant transfers their plan a^ets out of the stable value fund, they are 
precluded by the contract from investing their plan assets directly into “competing” 
investment options, which could include money market ftinds or other shoit-temi fixed 
income funtte, and ir^ead are required to put their money in a non-competing investment 
option, such as an equity fui\d 
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advantage of interest rate fluctuations; however, they stiU represent a risk 
to participants since they are prevented from (iirecting their assets. 

Rising fees for wrap contracts — Industry experts note that wrap contracts 
have gotten more expensive in recent years as wrap providers also became 
aware of the significant risks taken in stable value fund portfolios. For 
example, one stable value fund provider stated that, as of March 2010, 
\drtually all wrap providers had ceased accepting new stable value 
portfolios unless the contracts stipulated new contract tenns — including 
tougher investment parameters and higher fees — which were more 
favorable for wrap providers but could create unwelcome inflexibility for 
plan sponsors.® Such higher fees for wrap providers, everything else 
equal, could also result in lower returns for participants. Wrap capacity 
has also recently been corrstrained because some wrap providers left the 
market, and others saw decreases in their credit ratings. Because of this, 
some stable value funds have had difficulty obtaining wrap contracts on 
portions of tlieir underlying stable value port folios, which has increased 
the likelihood that participants could bear potential losses from the 
underlying investments in stable value funds. For example, AIG, one of the 
major wrap providers, no longer provides wrap contracts.'’'’ Similarly, 
according to industry reports, a few other fimts, including UBS and 
Rabobank, decided to stop providing wrap coverage. 'I'hest* developments 
would also tend to place upward pressure on fees.™ While some providers 
have entered the market, and other stable value fund providers have 
agreed to provide this coverage for their plan sponsors until they can 
obtain a wrap contract, wrap capacity is not yet back to previous levels. 


^‘‘Some plaij sponsors have also called for less risk to be taken in the stable value port;folio, 

^''According to a Congressional Oversight PanelJune 10, 2010 report, The AIG Rescue, Its 
Impact on Markets, and the Government's KxU Stivlegy, on the day that AIG was poised 
to fail, it had $38 billion in stable value wrj^i contracts. 

■"'I'ho combined effects trf wrap providers exiting the business, crc!dit downgrades in the 
insurance industry, and reev'aluations of risk in the historically “low-risk” wrap contract 
business caused the m^ority of remaining wrap providers to significantly reduce their risk 
exposure, triggering much titter investment restrictions on the underlying stable value 
portfolio and increasing fees. 


Page 29 


GAO-11-291 Re.strictions on Withdrawals from 401(K) Plans 


Is 


VerDate Nov 24 2008 


13:46 Aug 17, 2011 


Jkt 067300 PO 00000 FrmOOIIS 


Fmt 6601 


Sfmt 6601 


C;\DOCS\67300.TXT SHAUN 


PsN: DPROCT 


I 



115 


Certain Investment 
Options That Lent 
Securities Placed 
Restrictions on Plan 
Sponsor Withdrawals 
Because of Losses and 
Illiquid Assets in the Cash 
Collateral Pool, Which 
Also Posed Risks to 
Participants 


We also found that some restrictions were placed on investment options 
that lent securities. Any number of 401(k) investment options can lend 
securities, including index funds, money market funds, and stable value 
funds. Some service providers that offered the investment options that lent 
securities did not allow plan sponsors to withdraw or transfer all of the 
40i(k) plans’ investments in those investment options because of 
collateral pool losses.*' These losses occurred because the cash collateral 
pools had been invf^ted in risky assets that subsequently lost value and 
became difficult to trade.*^ As a result of the losses, tl\e pools were not 
worth the amount that the investment option needed to return the cash 
collateral and pay rebates to borrowers.*^' During the period of withdrawal 
restrictions, some plan sponsors were allowed to witiidraw only a certain 
percentage of their plan’s assets in the investment option over a given time 
period — in many cases 2 to 4 percent — or they were required to take their 
share of the cash collateral pool’s illiquid and devalued assets.'’* 


Similar to stable value funds, the losses and illiquid assets in the cash 
collateral pools that led to these restrictions on plan sponsor withdrawals 
raised concerns about the risks ffiis practice poses to participants’ account 
balances, given the returns they receive. In the case of securities lending 


"'Some investTnent. options itiat wore roguslered with SBC, such as mutual funds, also 
experienced realized and unrealized (“ash coliateml pool losses but did not place 
restrictions on plan sponsors’ withdrawals because of the losses. Instead, realized cash 
collateral pool losses were included in the net asset value of the registered investment 
option. 

*‘’Thcse assets n\ay nor have been perceived as risky when they were acquired and, in fact, 
may have complied wiih the plans’ or tlte investment options managers’ investment 
gtiidelines covering cash collateral reinvestment. Some investment guidelines were vttry 
broad and tiierefore provided some discretion to the lending agent, As a result, some 
}end(>rs may have chosen more aggressive reinvestment strategies when more conservative 
approaches were available. 

■“''rhis is known as a “collateral deficiency” and, as used here, occurs when the securities 
lending agent determines that a subsuntial [wrtion of the invested collateral is so impaired 
that it will be insufficient to repay borrowers upon redemption, 

’*Securilie.s lending agents iiad difTcring experiences in their respective casli collateral 
pools, and niani^ed their clients’ realized aiwl unrealized losses differently — s(^m(^ placed 
restrictions on plan sponsor withdrawals. In addition, the restrictions varied by the type of 
investment, options that plan sponsors offered. On one hand, investment options that were 
separate accounts required that a minimum ptircentage of the account’s secuiities had to 
Ik‘ lent out However, investment options that were commingled accounts vinualiy 
eliminated plan sponsors’ abilities to withdraw from tiie commingled accounts, limiting 
withdrawals to between 2 and 4 percent of Uicir assets per month. 
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with cash collateral, participants bear the ultimate risk of loss from the 
cash collateral pool investments.'® While securities lending agents may 
bear counterparty risk from securities lending activities with cash 
collateral — i.e., reimburse plan participants for losses caused by borrower 
default — ^Ihey generally do not reimburse plan participants for losses that 
the cash collateral reinvestment pool may suffer, which is the risk that 
remains with plan participants. However, in the event that there were 
gains from the iiwestments of the cash collateral pool, participants only 
receive a portion of return, while securities lending service providers, 
ir\cluding broker-dealers and securities lending agents, may obtain most of 
the gairts earned on cash collateral reinvestment.'’’ In addition, some 
securities lending agents reported large portions of their annual revenues 
from the returns earned by cash collateral reinvestment activities for their 
institutional investors, including 401(k) plans.” In 2008, one of the largest 
securities lending agents reported that its revenues from such lending 
were over $1 billion. See figure 6 for a breakdown on the return that 
participants can receive. 


' 'Participants nltimaicly bore the risk of loss from market risks of ihe cash collateral 
portfolio — the potential for portfolio los.ses resulting from the change in value of stock 
prices of the portfolio’s assets, interest rates, foreign exchange rates, and commodity 
prices— i)ut were only provided with a portion of the return generated as a result, of the 
risks taken on their behtUf. 

’^'According to individuals we interviewed, broker-dealers may negot iate to receive a rebate 
from the securities lending agent of some of the return earned on the reiavestmonl of cash 
collateral because they would have earned a short-iemi rate of return on the ca-sh they 
provided as collateral if they had kept it in their possession. However, since they are 
providing the cash as collateral, Uiey arc not able to earn interest, on it. 

' The lending agent typically absorbs the operational expenses associated with proviiiing 
the service. 
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Figure 6: Gain or Loss Earned on Reinvestment of Cash Collateral from Securities Lending in Differing Market Scenarios 



$ 87.50 

Rebate to 
broker-dealer 

toutieashcoiiffimi) M 


■JtrokssHiealef 

'total cash coiia’pi 


Ttie profit or loss taken by plan participants on the ^me $2,500 investm^t varies with the annua! return earned by cash collateral pools. 

Scenario 1 : The cash coliaierat pool Scenario 2: The cash crateral pool Scenario 3: The cash coilateral pool 

earns a 4 percent return over the year(+Si(K)) earns 3 percent interest ororttie year (+S75) loses 3 percent over the year (-375) 


$7 Profit to participants 

(80% of gross profit) 


$16.25 Loss to participants 

( 100 % of iota) loss) 


$1 66.25 Loss to participants 

(100% of total loss) 


$1 .75 Profit to securities 

lending agent 

(20% of gross profit) 


$0 Profit to securities lending agent 

( 0 % of total loss) 


$Q Profit to securities 
lending agent 

(0% of total loss) 


$3.75 

Fee to coilateral 
pool manager 

(15 basis point8)t> 


Fee to collat^ai 
pool manager 

(15 basis points) 


pool manager 


Loss on 
investment 


^ITia collateral pool manager receives a 
$3.75 fee for managing the collateral pool, and 
the broker-dealer receives a $87.50 rebate. 

AKer those fees are paid, $8.75 in gross 
profit is earned from the cash collateral pool. 

I® Plan participants receive 80 percent of that 
gross profit ($7), and the securities lending 
agent retains the remaining $1.75. 


* The collateral pool manager receives a 
$3.75 fee tor managing the collateral pool, and 
the broker-dealer receives a $87.50 rebate. 

» Plan participants are responsible for making 
up the $16.25 that is needed to ensure the tee 
and rebate are paid. 


«The coilateral pool manager receives a 
$3.75 fee for managing the collateral pool, and 
tfie broker-dealer receives a $87.50 rebate. 

» Plan participants are responsible tor making 
up all of the original $75 loss, in addition to the 
$3.75 fee and $87.50 rebate, for a total loss of 
$166.25. 


Source: QAO intervfewe and analysis of the ptacUce ot securWos lenoing with cssh collateral reinvestment. 


Note: Ali of these scenarios are based on certain assumptions. The rates were chosen to depHct a 
situation that may have been in effect in the years/months prior to and at the beginning of the crisis. 
While today’s rates may vary from the rates depicted here, the distribution of gains/iosses wiii not 
likely differ materiafly for the same type of securities loan. Thus, in this example, 


• The securities lending agent contracts with (1 ) the plan sponsor to allow the plan’s 
assets to be lent and (2) with the broker-dealer to lend the assets, 
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• The security lent is not a “special" security — or a security that is sought after in the 
market by borrowers, 

• The total amount erf C£»h collateral as a result of the securities lending transaction, 
S2.500, is provided by the broker-dealer at the beginning of the year and the 
securities lending fransaction remains in effect throughout the year, 

• The secunties tending agent reinvests all of the cash collateral provided by the 
broker-dealer in a cash collateral pool managed by the collateral pool manager, who 
charges 15 b^is points of the total amount of cash collateral to manage the pool 
($3.75), 

• The broker-dealer is promised a rebate— an annualized return of 3.5 percent interest 
on the total amount of cash collatera! they provide over the year (S87.50), and 

• The plan sponsor agrees to an 80/20 revenue sharing split between plan participants 
and the securities lending agent, which means that participants get 80 percent, and 
the lending agent gets 20 percent of the revenue earned from the cash collateral pool 
after fees are paid. 

'Typically, rfie rate promised to the broker-dealer as a rebate is based on a benchmark rate, such as 
the federal Kinds rate or LIBOR and is not typically provided in a one-time parent as shown in the 
graphic, but more likely paid on a daily or monthly basis. The greater the demand for the security 
being lent, the lower the rebate paid to the broker-dealer. "Speciar securities that have an extremely 
high borrowing demand, or that are in short supply and therefore hard to borrow, can obtain 
"negative" rebates, requinng the borrower to not only pledge cash, but also pay a fee to plan 
participants. 

'15 basis points is the same as 0.15 percent. 

Because securities lending agents typically do not bear the risk of loss of 
the collateral pool, yet gain when the collateral pool makes money, they 
may be encouraged to take more risks with the underlying assets of the 
investment options — both by investing in riskier assets and by delaying the 
sale of those assets. Some cash collatera! pool managers invested in 
certain assets that increased the risk of the pool. These assets were of 
questionable credit quality or required a longer duration of investment 
than the typical plan assumed were in the cash collateral pool. For 
example, prior to September 2008, some pools had invested in Lehman 
Brothers Holdings, Inc., securities that became almost worthless in 2008, 
making tliem too illiquid to pay all withdraweil requests.^ Furthermore, we 
found that plan sponsors may have also had the incentive to offer 
inv«>tment options that lent securities more aggressively because those 
investment options offered higher retunis, yet were still marketed as 


Lehman may have had a high credit rating immediately prior to its bankruptcy, that 
rating may have been based on materially misleading periodic reports. In fact, the report of 
the Examiner in Lclunan’s bankruptcy proceedings stated that “unbeknowrist to the 
investing public, rating agencies. Government regulators, and [.ehtnan’s Board of Directors, 
Lehman reverse-engineeretl the firm’s net leverage ratio for public consumption.” 
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relatively “risk free.” Thus, in trying to offer participants investment 
options that provided competitive returns, plan sponsois may have 
searched out investment options that may have, as a result of securities 
lending with cash collateral, increased participant risks in the process of 
seeking higher returns.'^ 

In addition to withdrawal restrictions, these risky assets in securities 
len<ling cash collateral pools caused realized losses for pari icipants in the 
last few years.*" A recent industiy publication estimated that unrealized 
losses in securities lending cash collateral pools affected most pension 
plans and many defined contribution plans, but some 401(k) plans also 
experienced realized cash collateral pool losses in 2008. In addition, some 
retirement plans, including 401(k) plans, have recently filed lawsuits 
against some of the larger securities lending agents as a result of these 
losses.*” Tlie litigation claims included allegations of violations of the 
lending agents’ fiduciaiy, confxactual, and other legal responsibilities in 
losing millions of dollars for the investment funds in their securities 
lendiitg contracts. In addition, several securities lending agents have 
requested and received individual prohibited transaction exemptions from 
Labor that have allowed them to reduce some of the cash coUateral pool 


'‘Many investment options, by design, inv<?st in securities with some risk. If the seciiri!;i(« 
are lent out and the cash collateral is then invested in risky securities, it creates a leveraged 
situation where $1 invested in the fund is exposed to more than $1 of risk. To the extent 
that returns on the two sets of risky assets arc correlated, a market downturn could result 
in both the lem securiti<*s, iuul the collateral investments suffering losses at the same time. 

'^'Losses ntay have been roalizt'd or unrealized. Realized losses caused the value of tlie 
investment option to de<rline and were loss likely to cause withdrawal restrictions, whereas 
unrealized losses did not cause the value of the investmetu option to decline and were 
more likely to cause withdrawal restrictions. 

‘’’p'or example, BP Coq)onil.ion pertsion plan committee filed suit in October 2008 against 
Northern Trust Company, asserting multiple causes of action grounded in the fiduciary 
obligations prescribed by §§ 404, 409, and 502 of ERISA. Tliis case is stUl pending, and no 
nilinj^ have been made. BP Coij)oration Norfh America, Inc. Savings Plan Investynent 
Oversight Committee v. Northern Trust Investments N.A., No. 1; 08-cv-6029 (N.D, 
Ill.)(Oclober21, 2008). Other cases include: Pufeitc 5c/wo/ Teachers' Pension & Retirement 
Fund of Chicago et.aL and City of Atlanta Piivfighters' Pension Plan, v. Northern Trust 
Investments, No. l;10<w-00619(N.D. I!l.){January 29, 2010); Board of Trustees of the 
AFTRA Retirement Fund et.aL v. J.P. Moi-gan Chase Bank N.A., No, l:09-cv-006S6-SAS- 
DCF (S.D. N.Y.)(Januaiy 23, 201®); and Diebold v. Northern l^nst Investments N.A. ct.al. 
No. l:09-cv-019^ (N.D. Ill..)(March 30, 2009). We did not verify the status of these cases. 
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losses.*^ Specifically, these exemptions allowed securities lending agents 
either to buy the problematic securities from a number of cash collateral 
pools that held pension plan and 40I(k) plans assets or to shore up those 
pools with cash in an attempt to create liquidity in the otherwise cash- 
strapped collateral pools.*^ 


Disclosures about Stable 
Value Funds and Securities 
Lending Are Limited and 
Difficult for Participants to 
Understand 


Given tlte risk and limitations that participants are exposed to when 
investing in stable value funds, information provided to participants may 
be difficult for them to understand and may not fully explain the risks 
taken on their behalf by stable value funds, including the variety of events 
that could affect participanls’ withdrawals or that could cause losses. See 
figure 7. While participants receive some disclosures about stable value 
funds and some of the risks associated with investing in them, industry 
experts found in 2009 that participants often are not able to understand 
those disclosures.” For example, a defined contribution consulting finn 
recently expressed concern over participants’ perception that these 
investment options are risk-free and recommended that stable value funds 
should be required to make a statement explaining how such a fund is 
managed and identifying the risks associated with the fund, such as the 
underlying assets, the wrap providers, and the wrap coT>tracl. 


‘■^Individual exenipiions relating to actions taken by service providers to ensure liquidity of 
cash coll^ral pools were granted by l.,abor in 2009 and 2010, including I’TE 2009-11,. IP 
Morgan Chase Bank, National Association; PTE 2009-27, Bank of New York Mellon 
Corporation; and PTE 2010-25, Slate Street Bank and Trust Company. 

'■'For example, one secuiities lending a^ent contiibuted cash to one of their cash collateral 
pools that experienced losses as a result of the ijehman default — in accordance with their 
[jortion of the split on gro.ss profit— but sponsors that withdraw from the cash coUaterai 
pool within three yeare will forfeit this loss sharing. Another securities lending agent 
contributed cash representing 20 percent — or the loss from a Lehman security — of the 
unrealized and realized losses in one of dieir coUaterai pools. 

”ERIS.A Advisoiy Council Report on Stable Value f\inds a7id Retirement Security in the 
Current Economic Conditions (2009). 
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Figure 7: Exampfe of a Stable Value Fund Disclosure Provided to 401 (k) Participants 


Excerpts from a two-page stable value fund fact sheet shown atauai sbs) 



Risk Management 

• Issuer exposure is constrained to minimize issuer credit risk and increase diversification. 

I' • Duration target is managed at portftdk) and product ievcls to pro\idc consistent income from 
I interest and principal repayments while minimizing convexity risk. 

/ ■ A tiered liquidity protocol and laddered portfolio maturity structure a 


c 



acniai investincut ad^ory fees incurred by clients may vary depending oi 
account siae and other account-specific factors. 1 


f. It should not be assiuned chat any 

the securities transactions or holdings listed or discuss^ were or wilt l>e profitable, or that the invcstmctit. 
rccomniendacions or dedrions we will make in the future will l>e profitabie or will equal the investment 
pctfomiaocc of the securities Usted or discussed hcrcb. 


Source: GAO presentation of a private investment company’s tact sheet tor a st 


Furthermore, it is unclear to what extent stable value fund disclosures 
include a discussion of all of the risks that participants could be exposed 
to and ail of the information participants need to evaluate the benefits and 
risks of the investment option. Labor published final participant disclosure 
regulations in October 2010 that will affect the disclosures participants 
receive about investment options, including stable value fUnds.“ One 
industry expert we spoke to said that while the newly required disclosures 
clearly include participant restrictions defined in the stable value 
contracts, such as restrictions on transferring plan assets into competing 


'^Fiduciaiy Reqmremcnts for Disclosure m PiUticipant-Directed Individual Account Plans; 
Final Rule, 75 Fed. Reg. 64,910 (Oct 20, 2010)(codified at 29 C.F.R. pt. 2550). As a result of 
these regulations, wWch became effective on December 20, 2010, participants wiU receive 
core infonnation about investments availalde under the plan, including performance and 
fee infonnation, prior to investing and on an annual basis, in a chart or similar fonnat 
designed to fj^Uitate investment comparisons. Participants wiU also receive quarterly 
statements on plan fees and expenses deducted from their accounts along with a 
descriptionoftheservicesforwhich the charge or deduction was made. 29 C.F.R. § 
2550.4Ma-5 and § 2550.404c-l. 
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funds, the expert did not believe that the potential for restrictions of stable 
value withdrawals based on employer-initiated events would be included 
in these new discic«ures to participants. In addition, industry experts we 
talked to said that participants were frequently not given an important 
piece of information — ^the market to book value of the stable value 
portfolio — unless they asked for it. In fact, some experts said that plan 
sponsors may not be inclined t;o provide this information to participants 
for fear that it would cause what would be deemed an employer-initiated 
event.** While one expert believed that participants would continue to 
receive disclosures from stable value funds about the stable value funds’ 
book values, the expert did not believe that the market value of the stable 
value portfolio would be required by Labor’s recently published 
participant disclosure regulations. One industry export stated that the ratio 
of market to book value of the stable value portfolio was the summary 
statistic that would help plan participants understand whether their 
investn\ents are at risk if the other participants in their plan withdraw 
from the fund. While Labor’s recent regulations may address some of these 
risks in a requirement that the peirticipant disclosures include an Internet 
Web site address that provides participants access to the investment 
option’s principal strategies and principal risks, it is unclear whether 
participants will find this method of disclosure useful in understanding the 
sp€‘cific risks associated with stable value funds and comparing those risks 
with the risks posed by other investments. 

Participants may also be unaware of the risks taken on their behalf by 
investment options that lend securities, including the complex 
compensation structures and variety of events that could affect 
participants’ withdrawals or that could cause losses. As with stable value 
fund disclosures, disclosures regarding the risks associated with engaging 
in securities lending with cash collateral reinvestntent are generally also 
buried deeply within the pages of investment option documents and, as 
written, may give the incorrect impression that any financial risk to plan 
assets is low. In one mutual fiind’s annual report, the fact that the 
investment option engages in securities lending is disclosed on page 68 of 


'’“’W’rap contracLs may stipulate plan sponsor communications with participants that induce 
transfers from the funds as employer-initiated events. 
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the W page document.®' Figure 8 shows pertinent information about 
securities lending that would be provided to a plan participant from 
anoiiher investment option, an index fund, registered with the SEC. The 
figure shows page 14 of a 52-page document. The 52-page document is the 
“Statement of Additional Information” (SAI) which is a supplementary 
document to a mutual fund’s prospectus that contains additional 
information about the mutual fund and includes further disclosure 
regarding its operations. There is also a 37-page annua! report,, as well as a 
40-page prospectus for the index fund. 


"The placement of this mfornjation in disclosure dociimcmts depends on the investment 
option’s approach to securities lending. If, for example, the investment option only lends 
on an intrinsic value basis, and only' reinve^s cash to presen-e principal, their risk may in 
fact be low. Since the ecwiomic crisis, securities lenders are calling for a move towards an 
intrinsic value lending approach, rather them a focus on cash collateral reinvestment to 
generate additional returns. 
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Figure 8: Example of a Securities Lending Disclosure in Registered Investment Option’s Required Disclosures 


Excerpt from page B-1 4 of one 52-page “Statement of Additional Information” (text shown actual size) 


^ S 0 curitt 0 s L 0 ndmg. A iund lend its investtnentseotfities to qualified instifotional investors (typHcally brokers. 

dealers, banks, or other financial institutions^ wrtx) may need to borrow securities in order to complete certain 
) transactions, such as coverirvg short sales, avoiding failures to deliver securities, or comf^eting arbitrage operations. By 
) lending its investment securities, a fund attempts to inaease its net investment income through the receipt of interest 
\ on the securities lent. Any gain or toss in the market prk» of the securities lent that might occur during the term of ths 
" loan would be for the account of the fund- If the borrower defaults on its oWigatbn to return the securities tent because 
of insdvency or other reasons, a fund could experience delays arid costs in recovering ths securities tent or to gaining 
access to ths collateral. These dei8>« and costs could be greater for foreign securities, If a fund is not aWe to recover ths 
securifies lent, a fund may sell the collateral arto purchase a replacement investment in the market. The value of the 
collateral could decrease below the value of the replacement investment by the time the replacement investment is 
purchased. Cash received as <»llateraf tfirou^ loan transactions may be invested in other eligible securities, 
this cash subjects that investtment to market appreciation or depredation. 


/ The terms and the structure of the loan arrangements, as well as the aggregate amount of securities loans, must be N 
consistent v\ith the 1940 Act, and the rules or interpretations of the SEC thereunder. These provisions limit the amount 
of securities a fund may lend to 33 1/3% of the fund's total assets, and require that 0) the borrower pledge and maintain 
with the fund collateral consisting of cash, an irrevocable letter of credit, or secajrities issued or guaranteed by the U.S. 

( government having at ail times not less than 100% of the value of the securities lent; (2) the borrovwr add to such ^ 
ccrflaterai whenever the price of the securities lent rises (i.e.. the borrower "marks-to-market" on a daily basis); (3) the ^ 
loan be made subject to termination by the fund at any time; and |4) the fund receive reasonable interest on the loan 
(which may include the fund’s investing any cash collateral in interest bearing shwt-term investments}, any distribution 
^ on the tent securities, and any increase in their market value. Loan arrangements made by each fund will comply with all 
other applicable regulatory requirements, including the rules of the New 'fork Stodc Exchange, which presently require 
the borrower, after notice, to redeliver the securities within the normal settlement time of three business days, The 
advisor will consider the creditvwxthiness of the borro\A«r, among other things, in making decisions with respect to the 
lending of securities, subject to oversight by the board of trustees. At the present time, the SEC does not oktject if an 
investment company pays reasonable negotiated fees in connection with lent securities, so long as such fees are set 

! forth in a written contract artd approved by the investment company’s trustees. In additiort, voting rights pass with the ' 
lent securities, but if a fund has knovdedge that a material event will occur affecting securities on loan, and in respect of 
whidi the holder of the secuiitles will be entitled to vote or cons^t, the tender must be entitled to cal! the loaned 
securities in time to vote or cortsent. -- — ^ .r-— ^ 


SMirce: GAO (vesentatiixi eS s private investment company's Statement o! Adclitlonsi Information for ar 


In general, 401(k) participants do not receive the SAI or the prospectus 
automatically, although plan sponsors do receive a prospectus, and so do 
retail investor. Therefore, participants may never see tius disclosure on 
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securities lending. One plan sponsor we spoke to, described the SAI as an 
attafjhnient to the prospectus. The sponsor told us that it is necessary to 
know where to find this information and then work through the details. All 
disclosure information is embedded in massive documents of varying 
degrees of importance. Labor’s recently issued participant disclosure 
regulations will undoubtedly affect the disclosures participants receive. 
Participants will receive core information about investments available 
under the plan, including performance and fee information, in a chart or 
similar format designed to facilitate investment comparisons. However, 
since these regulations require only disclosure of investment options, and 
not all practices utilized by those investment options — of which securities 
lending is one practice — it is unclear how much or to what extent 
securities lending fees and risks will be discussed in these disclosures.'^’’* 
There is nothing in the regulations that explicitly requires plan sponsors to 
disclose information on the risks of securities lending with cash collateral 
reinvestment or withdrawal restrictions that can result from securities 
lending. Without better disclosures on securities lending with cash 
collater^, participants may continue t o be unaware of the practice of cash 
collateral reinvestment and the risk it poses to plan participants, as well as 
the potential for withdrawal restrictions resulting fron\ such practices, 


'*"29 C.F.K. § 2550.404c-i. 
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Labor Can Take Steps 
to Help Plan Sponsors 
Understand the Risks 
and Challenges Posed 
By Certain 
Investments and 
Practices 


Eliminating Stable Value 
Fund Restrictions That 
Can Compromise 
Sponsors’ Fulfillment of 
Their Fiduciary 
Obligations and Providing 
Better Information Can 
Help Plan Sponsors 


Stable value funds are typically subject to restrictions and 'wrap contracts 
that may prevent plan sponsors or fiduciaries from meeting their fiduciary 
obligations when choosing to offer a stable value fund.*’” A stable value 
fund contract can constrain a plan sponsor’s ability to add investment 
options or communicate information about the basic health of the 
investment option to participants. In addition, stable value fund 
contractual arrangements can discourage plan sponsors from 
communicating with their plan participants about- the levels of risk the 
particular investment options were assuming. These types of 
arrangements that limit sponsor behavior and that may void the stable 
value contract, however, are not prohibited by current regulation, and 
experts told us that they are commonly accepted industry practices. 


The wrap contracts associated with stable value funds may cause 
problems for plan sponsors because they typically limit the type of 
information that can be shared with participants. Wrap contracts typically 
prohibit sponsors from making any communication that may result in fund 
redemptions. Tlus can complicate the plan sponsor's role in administering 
the plan. For example, in a situation where a sponsor becomes aware that 
the market value of the stable value fund’s underlying assets has fallen 
below book value, which could put participant assets at risk, the sponsor 
is in a unique position — if the sponsor communicates this information to 


‘"'St'Ction 404(a)(1) of Title I of ERISA provides a "prudent man standard of care" that a 
fiduciary must ob^rve in meeting his or her duties with respect to the plan. As such, the 
fiduciary must act solely in the interests of plan participants and beneficiaries and for the 
exclusive piupose of providing benefits tmd defraying reasonable expenses of 
administering the plan. Among oltier requirements, the fiducifiry must discharge his 
responsibilities with the appropriate care, skill, pnidence, and diligence that, similarly 
situated fiduciaries acting in alike capacity and familiar w'itit such matters would use in a 
similarly situated enterprise of a like character aitd with like aims. 29 U.S.C, § 1 104(a)(1). 
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participants, it would likely void an insurance contract that could be 
valuable to the plan’s participants. However, failing to communicate this 
infonnation to participants may compromise the plan sponsor’s role as a 
fiduciary with respect to the plan. 

During our review, industry experts told us that sponsors of varying plan 
sizes often lacked an understanding of the underlying investments and the 
features of stable value funds. Stable value funds are marketed to plan 
sponsors as low-risk investments that provide consistent stable returns, 
protection of invested principal, and immediate liquidity, 
characteristics that have attracted many sponsors and participants to 
stable value funds. Stable value funds are also considered to be invested in 
high-credit quality, fixed income securities, such as low-risk, government 
and corporate bonds with short- to medium-tenu maturities. Yet, as shown 
in figure 9, as of the end of 2008, nearly 50 percent of the underlying assets 
in stable value fuiuls were asset-backed or mortgage-backed securities. 


Figure 9: Underlying Assets in Stable Value Funds (year end 2008) 



'Federal agency seojnties are debt instruments issued by federal credit agencies. 
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"A private placement is a direct oBenng of securities directly to an inslitutionai investor, such as a 
bank, mutual fund, insurance con^ny, pension fund, or foundation 

Given their mix of underlying assets, many stable value funds’ credit rates 
dropped sharply in 2(K)8 ami 2009 because of lower returns on their 
underlying bond holdings and market conditions that prompted stable 
value managers to put more money into cash during the financial crisis. 
Despite the problems that stable value funds experienced during 2008 and 
2009, investore continued to put money into stable value funds as they 
sought a less risky investment which helped to shore up stable value 
returns. 

Labor’s ERISA Advisory Council reported in 2009 that plan sponsors need, 
among other things, a better understanding of a stable value fund’s 
portfolio composition, the current financial condition of fund issuers and 
wrap providers, and the safeguards they each have in place in the event of 
default.’" The council reported that only with this critical information can 
plan sponsors adequately determine the appropriateness of selecting a 
particular stable value fund or whether such an investment meets the 
needs of the plan. The council heard testimony that such information may 
cither not be readily available from wrap providers or stable value fund 
managers or that plans sponsors do not know to ask for, or do not 
understand, the information that might be made available. Without this 
infonnation, plan sponsors may continue to offer stable value funds to 
plan participants, the associated risks of which they and plan participants 
may not clearly understand. 


'"An asset in a stable value fund cwi potentially default, for example, if ?he loan underlying 
an interest-only bond defaults or prepays. A wrap pro\ader can potentially default on its 
“gUcurantee" or its c^li^tion to cover any gap between market value and book value of a 
stable value fund's assets. 
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Example of an Employer-Initiated Event 
That Could Void the Stable Value Wrap 
Contract 

A common sponsor response to an underper- 
forming fund is to replace it with another fund. 
However, tn the case of a stable value fund 
that has a market value below book value, 
replacing the stable value fund could 
invalidate the wrap protection, or at least 
trigger clauses in the contract that might 
delay the liquidation of the fund. Some funds 
allow the option of a “12-month pul." in other 
words, a 1 -year advance nolice required lo 
terminate a fund, while others may not allow 
termination of the fund until market value and 
book value converge. A sponsor may be 
faced with the difficult choice of either 
maintaining an underperforming stable value 
fund or voiding an insurance contract that 
may be potentially valuable to their plan 
participants. 


Labor’s ERISA Advisory Council also reported that plan sponsors need 
more information wdth regard to a stable value fund’s underlying assets, 
including how those funds are valued, its wrap provider, and a fund’s costs 
and fees."' In addition, understanding the events that could void a wrap 
contract could help plan sponsors make strategic decisions. The stress of 
the market volatili^ in 2008 anti 2009 (which led to lower market values 
for many stable value funds) has placed increased scrutiny on sponsor 
behavior that might be considered an employer-initiated event according 
to the terms of wrap cont racts and highlighted the need for plan sponsors 
to have a better understanding of all the implications of their decisions 
regarding the wrap provisions of tlieir stable value funds. 

According to industry reports, some plan sponsors are now asking for 
more flexibilily in their wrap contract provisions and, as a result, some 
stable value fund provider are starting to offer options that might provide 
that flexibility. One stable value fund provider stated that one of the 
concerns about stable value funds that came to light as a result of the 2008 
financial crisis was that wrap contracts may have been too inflexible to 
provide plan sponsors with the ability to make necessary business 
decisions, sucli as closing a plant or layoffs, without affecting their stable 
value fund options in their 401(k) plans. The stable value fund provider 
stated that plan sponsors may view the embedded protections in wrap 
contracts that would preclude them from making these decisions as too 
constraining and has thus begun to offer some plan sponsors with choices 
that provide greater flexibility. For example, the stable value fund provider 
is offering its plan sponsors two stable value fund choices that seek to 
provide them with flexibility for employer-initiated events or participant 
communications and a greater likelihood that they will not void the 
contract if they make changes to their plans. While these flexibilities in the 
tenns of wrap contracts may be offered to some plan sponsors, not all plan 


' Ac<rording to the ERISA Advisory Council, plan sponsors need (1) issuer specific 
information regarding the underlying assets of a stable value fund for insight into the 
risk/reward characteristics that will result in any variance between the fair market value 
and the book value; (2) issuer specific information regarding (.he wrap contract provider, 
since the financial stability of the wrap contract provider(s) may be a factor in the ability of 
the fund to be able to continue to make payments at book value when book value is greater 
than the fair market ralue of the underlying assets; (3) information on the administrative 
cost mid other fees relmed to the fund, to aid in determining the efficiency and prudence of 
the investment; and (4) information concx‘rning the periodic fair market valuation of the 
fund as compared wth book value that would allow ttiem to evaluate any risk of a market 
value adjui^jnent 
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sponsors are able to negotiate special temis to protect their plan 
participants or themselves.^ 

Recently enacted legislation requires Labor and other regulators to review 
various aspec*ts of stable value fund contracts, providing Labor an 
opportunity to aid plan sponsors and participants in better understanding 
stable value funds. Specifically, the Dodd-Frank Wall Street Reform and 
(Consumer Protection Act (Dodd-Frank), prescribes that the SEC and the 
Commodity Futures Trading Commission (CFTC) jointly conduct a study 
to determine whetlier stable value contracts fall within the definition of a 
swap.'^ Given that Labor will be required to inform the study, the agency is 
in a unique position to focus on ways to help plan sponsors better 
understand st^lc value funds. 


indusity experts who testified before the ERISA Advisory Cotmcil stated that the level of 
due diligence for stable value fimd selection is quiilitatively different front tiie due diligence 
in selecting a mutual fund. Unlike mutual funds, where there ^e a variety of sources 
regarding their cjirreni and historic valtie, the only sojirce of stable value fund information 
is the stable value fund provider. Thus, some plan sponsors are in a position where they not 
only do not undeistand the composition ami diversificatioit of the underlying portfolio of 
stable value funds, but they also do not understand how the market to book value of their 
plan’s stable value fiind conipares to oih(*r stable value funds. 

' Vub. L No. 111-203, §719, 124 Stat. 1377, 1656(2010). The Dodd-Frank Act was signed into 
law on .July 21, 2010. The stated intent of the new law is to promote the financial stability of 
the United Slates by improving the accountability and traitsparency in the financial system 
and protecting consumers from abusive financial services practices. 

'■‘Sw^y^s are one of the financial transactions addressed by the Dodd-Frank Act. Normally, 
Ute vast m^oriiy of retirement plans do not directly employ swaps. However, the Dodd- 
Frank Act’s definition of swap could include components of stable vaUn? fund products 
because the Dodd-Frank Act defit^es “swap" broadly to include cert,ai)t agreenjcnls where 
the value is determined by reference to an underlying asset (subject to certain exclusions). 
The investments underlying a stable value fund arc protected by the issuer's guarantee to 
pay tlie book value of the investments if the market value is depleted. It is tlus protective 
wrap contract that could be considered a swf^j under llie Dodd-BYank Act. SEC ai\d CFT'C 
are to consult with Labor. Treasury, and state regulators who regulate the issuers of stable 
value contracts and issue a report by October 1 1, 201 1. If they determine that stable value 
contracts fall witliin the definitiofi of a swap, they are to determine if fm exemption is in the 
public interest. Until such time, the requirements of the act are not t o appiy to stable value 
contracts and stable value contracts in effect prior (,o the; adoption of any regulations are 
not to be considered swaps. Section 719(d) of Dodd-Frank 1 5 U.S.C. § &107. 
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Changes to Labor’s 
Disclosure Regulations 
Can Also Help Plan 
Sponsors Become Aware 
of the Risks Associated 
with Investment Options 
That Lend Securities 


Industry experts told us that many plan sponsors are unaware of the risks 
involved widi the cash collateral reinvestment portion of their service 
providers’ securities lending programs, or may not fully understand the 
risks. Other plan sponsors may not know whether their investment options 
engage in such lending at ^1. For example, 17 of the 74 plan sponsors who 
responded to our brief poll responded “no” to our question about whether 
their investments that engage in securities lending had disclosed to them 
that this investment practice was a possibility. An additional 20 plan 
sponsors responded that they were not sure whether this information had 
been disclosed.’’’ 


Other industry officials have expressed similar concerns. One large 
investment consulting finn has stated that many of its plan sponsor clients 
may not be aware that their investment options utilize seciuities lending 
programs. An industry expert, we spoke to, who is also a 401(k) plan 
sponsor, admitted that he did not know whether the investment options 
offered through his plan engaged in securities lending. Another ir\dustry 
t'xpert told us that there were poor communications between investment 
option managers and lending agents (e.g., custodial banks) — investment 
option managers did not ask tlie right questions about how tl\e cash 
collateral was being invested, and custodian banks who acted on behalf of 
investment options’ managers thought their customers were educated 
enough to understand that the cash collateral posted by borrowers was 
invested in collective investment pools. 

Recent litigation involving banks that engage plan avssets in their securities 
lending programs illustrates instances where plan sponsors may not have 
understood the practice of securities lending, and where parties involved, 
under minimal scrutiny, may have taken additional risks with plans’ assets. 
Over the past few years, plan sponsors and others filed lawsuits against 
Northern 'Prust, State Street., JP Morgan, Bank of New York Mellon, Wells 
Fargo, U.S. Bank, and Wachovia for allegedly violating their fiduciary, 
contractual, and other legal responsibilities in losing millions of dollars for 
the investment funds in their securities lending contracts. Most of the 
lawsuits involve the loss of cash collateral invested by the custodian banks 
in their securities lending programs. Plan sponsors allege that they wore 


"Out poll respondents’ responses cannot be considered representative of the overaU 
population of 401(k) plan sponsors. Because of the methodological limitations of this poll, 
this information is anecdotal and re^>resenls only t he views of the 74 members who 
responded to our poll. 
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intentionally misled by their custodian banks as to where their cash 
collateral was being invested. Critics of these plaintiffs lawsuits say that 
the plan sponsore simply disgruntled customers seeking to recoup 
unavoidable investment losses from banks that have profited from their 
plans' assets.^ 

One way industry experts have suggested to help protect participants’ 
401(k) retirement savings when placed in investments that utilise 
securities lending with cash collateral reinvestment is by limiting the 
percentage of 401(k) plan assets that could potentially be loaned out at 
any one time. Industry experts we talked to stressed the importance of 
limiting the amount of 40I(k) assets that can be subject to securities 
lending, similar to SEC staffs limits on lending by mutual funds. SEC staff 
no-action letters effectively limit the amount of assets that can be lent 
from a mutual fund at one time to one-third of the fund's total asset value. 
Furthermore, SEC limits the amount of total mutual fund assets and 
money market fund assets to 15 percent and 5 percent, respectively, that 
can be invested in illiquid securities, such as some asset-backed securities 
that do not trade on exchanges and do not have an accessible market for 
buyers and sellers.’^ However, tliere are no comparable limitations on the 
toUii amount of 401(k) plan assets that can be lent or invested in illiquid 
securities. 


■'AVe Ijave nw verified ihc status of ttny of tljese cases. 

■ ■'The term “illiquid security” generally includes any security that cannot be sold or 
disposed of promptly and in the ordinary course of business without taking a reclw’cd 
price. A security is considered illiquid if a fund cannot, receive the iunount at which it 
values the instnunent within 7 days. 


Page 47 


GAO-11-291 Restrictions on Withdrawals from 40J(K) Plans 


8 

I 

I 

VerDate Nov 24 2008 13:46 Aug 17, 2011 Jkt 067300 PO 00000 Frm 00136 Fmt6601 Sfmt 6601 C:\DOCS\67300.TXT SHAUN PsN: DPROCT | 



133 


SEC and Others Are 
Taking Steps to Improve 
TrEtnsparency and 
Disclosures on Securities 
Lending, and Labor Can 
Also Require Better 
Disclosures for Plan 
Sponsors 


It is unclear whether the improved disclosures will provide information 
about the gains and losses from securities lending to investors and other 
stakeholdere. Currently, banking regulators do not require banks to report 
gains or losses from their securities lending programs. Altiiough the 
Financial Accounting Standards Board requires banks to make publicly 
available this information in their financial statements, the information is 
not reported to any federal regulator and is also not broken out by type of 
plan. The Federal Financial Institutions Examination Council®' supervisory 
policy on securities lending stipulates that information on securities 
borrowing and lending transactions should be made publicly available by 
commercial banks in their financial statements. However, banks do not 
break out this information by type of plan and may only provide the 
information as a sumnrary total that includes other revenue streams, such 


SEC and others in industry are already taking steps to address certain 
issues related to securities lending. SEC and the Financial Industry 
Regulatory Authority (FINRA)™ are working on proposals for additional 
disclosure on securities lending. The Dodd-Frank Act calls for the SEC to 
promulgate nilcs no later than July 21, 2012, that are designed to increase 
the trarjsparency of infonnation available to brokers, dealers, and 
investors with respect to the loan or borrowing of securities. FINRA is 
also looking at promulgating rules that will ensure that broker-dealers 
allow customers to fully understand all the risks involved and that will 
focus on disclosing things from potential conflicts to restrictions finns 
may have on liquidating securities.*® 


''FINRA is i hp largest independent regulator for till securities fim^s doing biisinoss in the 
United States. It oversees nearly 4,000 brokerage firms, 163,000 branch offices, and 631,000 
registered st'curiries representalix^. Its chief role is to protect investors by maintaining the 
faimt*ss of the U.S. capital markets. 

'’Section 984(b) of Dodd-FVank, 15 U.S.C. § 78j. The nt;w act does not limit the authority of 
the federal bmtking agencies to also prescribe rules regarding the loan or borrowing of 
securities. 

'^’FINRA has also asked for input on how to create an ADV-like form for broker-dealers, 
which is the key disclosure document used by invcistinent advisers that requires detailed 
disclosures of services, conflicts, and fees. 

‘"TIic council is a formal interagency body empowered to prescribe uniform principte.s, 
standards, and report forms for the federal examination of financial institutions by FRB, 
FDIC, the National Credit Union Administration, CCC, and the Office of Thrift Supervision, 
and to make n?commendations to promote utdfonnity in the supervision of financial 
institutions. 
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as investment advisory and administration fees, making it difficult to 
detennine revenue specific to securities lending. 

Some securities lending agents have already begun to implement various 
changes to their securities lending programs and the way they manage 
cash collateral. These changes have come as a result of securities lending 
agents, who have recently reported that some plan sponsors that they 
service have not only requested more disclosure about securities lending 
and cash collateral pools but have also requested that their securities 
lending programs take on less risk. For example, one securities lending 
agent is calling for a “back to basics approach” with the focus on 
protecting principal and maintaining liquidity while generating incremental 
returns for participants. Securities lending agents stated that going 
forward, cash collateral pools would likely be of shorter duration and have 
more standardized guidelines of what they could invest in. They also said 
that these guidelines could possibly be structured along the lines of SEC’s 
liquidity requirements for money market funds, under which, among other 
things, money market funds mi^t maintain minimum daily and weekly 
asset positions.®^ With these changes, they believe that 401(k) plan 
participants could receive some protection from the losses and withdrawal 
restrictions that they recently experienced. 

Labor could also take steps to improve transparency on the practice of 
securities lending by amending its prohibited traiLsaction exemption 
regarding the practice of securities lending. Labor’s PTE 2006-16, 
authorizes securities lending transactions that might otherwise constitute 
“prohibited transactions” under ERISA, but the exemption currently lacks 
specifics on the utilization of 401(k) plan assets in the practice of 
securities lending. In addition, according to Labor, the exemption does not 
address or provide any relief for the reinvestment of cash collateral.^ 


’^’SEC’s rule 2a-7, which governs money market funds, requires that aJI taxable mofjey 
market funds maintain at least iO percent of their assets in cash, U.S. Trcasuiy securities, 
or securities tlmt mature or can be converted to cash within one business day, and that aU 
money ntarket funds hold at least 30 percent of their assets in cash. U.S. Treasiuy 
securities, cerUiin other government securities with remaining maturities of 60 days or less, 
or securities that mature or can be converted to cash within a week. 

’’■'Ltlior’s PTE 2006-16 does state, however, tiiat, in return for lending securities, the plan 
may receive a reasonable fee (in connection with the securities tending transaction) and/or 
Itave the opportunity to earn additional compensation througi? the investment of cash 
coUateral. It further stales that all fees and other considoraliojt receiveti by the plan in 
connection with the loan of seciuiUes should be reasonable. 
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Without such information, plan sponsors do not have the infonnation they 
need to assess the potential gains and losses from cash collateral 
reinvestments, since other regulators that oversee the financial entities 
involved in securities lending also do not require that such information be 
explicitly disclosed to plan sponsors. By revising the existing exemption, 
I.abor cmi ensure that plan sponsore \v1jo enter into securities lending 
arrangements with cash collateral reinvestment are not prevented from 
meeting their fiduciary obligations when doing so. 

Labor can also help to ensure that plan sponsors clearly undeistand the 
gains and losses associated with securities lending by amending its two 
recently issued rules, one regarding service provider disclosure to plan 
sponsors,®’ and one regarding plan sponsor disclosure to participants, to 
include information specific to securities lending. The recent amendment 
to tlie interim final rule, which affects the “up-front" or “point of sale" 
disclosure, i.e., when a service provider and a plan sponsor enter into a 
service agreement or contract, enhances disclosure to fiduciaries of 401(k) 
and otl^er retirement plans. It requires service providers to disclose, 
aniong other tilings, a description of the services to be provided; a 
statement that the covered service provider will provide its services as a 
fiduciary to the covered plan;** a description of all “direct compensation" 
(i.e., compensation received directly from the covered plan) and “indirect 
compeasatioii” (i.e., compensation that is received from any source other 
than the covered plan, plan sponsor, covered service provider, an affiliate, 
or a subcontractor) that the covered service provider reasonably expects 
to receive in connection with the disclosed services. The regulation is 
meant to assist fiduciaries in determining both the reasonableness of 
compensation paid to plan service providers and any conflicts of interest 
that may impact a service provider’s performance under a service contract 
or arrangement. 


“^’Rojisonable Contract <)r Amingement Under Section 408(b){2)-Feo Dis(;Iosure; Interim 
Final Rule, 75 Fed. Reg. 41,600 (July 16. 20l0)(to be codified at 29 C.F.R. § 2550.408b-2). 

"’A statement is also required when the covered st'rvice provider prorides their seivicos as 
a regurtereti investment adxisor. A “covered service provider" is a provider that enters into 
a contract or arrangement with the retirement plan and expects to receive $1,000 or more 
in direct or indirect compensation for services to the plan, regardless of whether the 
ser\'ices are perfonned by the covered service provider, an affiOale, or a subcotitractor, or 
as a registered investment advisor ri'gisJered under the Advisors Act. or under state law 
providing services directly to the plan. 
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With rt^gard to the practice of securities lending, the regulation would 
presumably require a custodian to disclose the fact that it, receives 
compensation from its role in the investment strategy of securities lending. 
However, it is unclear how much assistance it would provide to plan 
sponsors in understanding securities lending with cash collateral 
reinvestment or the gains and losses associated with that practice. For 
example, as currently written, it is unclear whether it would be obvious to 
the plan sponsor how much of a profit the custodian would take compared 
with tiie profit the plan would receive. It is also unclear whether the 
custodian would have to reveal exactly how it used the plan’s profit, such 
as to reduce plan fees, or whether the custodian would disclose diat the 
other service providers involved in the transaction received tlieir 
compensation, in the form of fees and rebates, regardless of the 
perfoniiance of I he cash collateral reinvestment pool. I.abor’s regulat ions, 
as currently written, will not assist plan sponsors in understanding the 
mechanics of a securities lending transaction imd how the entities 
involved in the transaction, specifically those involved in the cash 
collateral reinvestment activity, are paid. Plan sponsors need to know that 
the profit they make is a net return after everyone else is paid for their role 
and that any loss from the cash collateral pool comes out of their plans’ 
assets. The current regulations also do not contain specific provisions 
requiring disclosure of the potential for wiUidrawal restrictions, which 
could assist plan sponsors in their decision-making process when selecting 
investment options to offer through their 401(k) plans. 


Conclusions 


For a growing number of American workers, their prospects for a secure 
retirement increasingly rest, on the retirement savings they accumulate in 
their 401(k) plans. One of the touted benefits of 401(k) plans was their 
transparency to and control by participants. Participants could see their 
accounts grow and control how much to contribute and where to invest 
those contributions. Yet, it is becoming increasingly obvious that saving 
for retirement is not as simple as it appeared 30 years ago when 401(k) 
plans were first created. As this report shows, and as our past report on 
undisclosed fees and more receiit reports on target dale funds and 
conflicted investment advice illustrate, managing the risks faced in savings 
for retirement through 40l(k) plans today can be complicated and pose 
sigiuficant challenges for participants and sponsors alike. 

At a minimum, greater transparency and disclosure are necessary to help 
plan sponsors and participants understand the restrictions and limitations 
t hey could face with certain 401(k) investment options and the risk of loss 
to plan part icipants’ investments in 401 (k) plans. Tlie recent financial 
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crisis vividly illustrated the importance of transparency when dealing with 
complex financial instruments. What seems like an optimal way to make 
money off of 401(k) plan assets, such as through securities lending with 
cash collateral reinvestment, can appear to be straightforward until the 
s«;ope of the risl« and complexities of the cash collateral reinvestment 
transaction have to be explained to investors, plans sponsors, and plan 
participants. Expecting plan sponsors and plan participants to understand 
the intricacies of today’s many investment options without sufficient 
guidance and information is unrealistic. 

Without more explicit and accessible infonuation on stable vdue funds 
and securities lending with cash collateral reinvestment, participants are 
unknowingly beaiing a greater risk of loss than they are currently aware of 
and, more importantly, have no control over. Labor has already provided 
much needed disclosure requirements for plan sponsors to give to plan 
participants. Amending t hose regulations to include disclosure expUcltiy 
targeted to the risks of investing in stable value funds and provisions on 
securities lending will help to ensure that plan participants, like plan 
sponsors, are informed about stable value funds and securities lending 
with cash collateral reinvestment and are able to make the best decisions 
to save for their retirement. 

The maturation of the 401(k) system, coupled with the increased 
complexity of the financial markets, is posing new challenges for Labor, 
fii\anciaJ regulators, plan sponsors, and part icipants. Changes called for in 
the Dodd-Frank Act are likely to clarify stable value contracts and provide 
more disclosure on securities lending. Because of the statutory 
requirements in the Dodd-Frank Act, Labor has an opportunity to assist 
plan sponsors and participants with two complex areas, stable value fund 
contracts and securities lending with cash coUatoral reinvestment. Such 
careful, thoughtful action to facilitate prudent decision making on the part 
of sponsors and participants can bolster retirement security and avoid the 
long-term loss of participant confidence in the 401(k) system. 


R6COirini6nd3.tionS recently enacted Dodd-Frank Wall Street Reform and Consumer 

Protection Act includes requirements that will affect deliberations about 
Por Executive Action stable value funds and requires that the SEC and the CFTC, in consuitatioir 
with I.^abor and Treasury, conduct a study of stable value funds. To ensure 
additional protection for plein participants, appropriate information for 
plan sponsore, and to better inform the study required by the Dodd-Frank 
Act, we recommend that Labor take the following actions: 
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• As it conducts ils consultative analysis to assist the SEC and CFl’C, also 
analyze st^le value funds specifically in a 401(k) investment context to 
identify those situations or conditions that prevented plan sponsors from 
withdrawing from stable value funds, such as contract restrictions, and 
take appropriate regulatory steps to assist plan sponsois in fulfilling their 
fiduciary responsibdities. 

• Amend its rogulation on plan sponsor disclosure to participants to include 
a specific requirement for plan sponsors to provide information to 
participants that discloses the risks of investing in stable value funds. 

• Provide guidance to plan sponsors on the risks, structure, and dynamics of 
stable v^ue funds, consistent with the recommendations proposed by the 
ERISA Advisory CouncO regarding the disclosure of information about 
stable value funds. 

Given the current practice of securities lending with cash collateral 
reinvestment, its role in 40l(k) plan investments, and our findings that 
plans and plan participants can bear a disproportionate amount of any loss 
associated with the practice, Labor should take action to help plan 
sponsors of 401(k) plans and plan participants understand the role, risk, 
and benefits of securities lending with cash collateral reinvestment in 
relation to 401(k) plan invest ments. ERISA requires that the fees paid to 
plan service providers be reasonable with respect to the services 
performed and Labor, in its implementation of PTE 2006-16, its prohibited 
transaction class excmiption for securities lending, specifically requires 
that compensation received by the parties involved in the securities 
lending transaction should be reasonable. According to Labor, PTE 2006- 
16 does not cover cash collateral reinvestment Therefore, we recommend 
that Labor also take the following actions: 

• Review the practice of securities lending with cash collateral 
reinvestment, to provide guidance to plan sponsors as to what would be 
reasonable levels of fees and reasonable distributions of returns when 
401{k) plan assets are utilized in this practice. 

• Revise PTE 2006-16 to include the practice of cash collateral reinvestment 
by requiring that plan sponsors who enter into securities lending 
arrangements utilizing cash collateral reinvestment on behalf of 40i(k) 
plan pmticipanls not do so unless they ensure t,he reasonableness of the 
distributions of expected returns associated with this arrangement. 

• Amend its regulation on plan sponsor disclosure to participants to include 
provisions specific to (1) the practice of cash (ollateral reinvestinent 
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Utilized by fund providers’ securities lending programs and (2) disclosing 
the potential for withdrawal restrictions. 

Provide plan ^onsors with guidance alerting them to the risks of engaging 
in securities lending with cash collateral reinvestment and the types of 
information they should seek from their service providers about these 
investments. 


Actpnpv Pnmmpnfci We provided a draft of this report to the Department of Labor, the 

^ ^ _ Securities and Exchange Commission, the Federal Reserve Board, the 

S-Ild Our Evaluation office of the comptroller of the Currency, and the Federal Deposit 

Insurance Corporation for review and comment. Labor’s formal comments 
are reproduced in appendix 1 of this report. We did not receive fonnaJ 
comments from the Securities and Exchange Commission, the Federal 
Reserve Board, the Office of the Comptroller of the Currency, or the 
Federal Deposit Insuraitce Corporation, but received technical comments 
from four of the five agencies, which we incorporated as appropriate. 

In its agency response letter, the Department of Labor agreed with our 
conclusioits concerning the importance of transparency and disclosure. 
Consistent with our conclusions, Labor noted that it is committed to 
ensuring that participants have the information they need to make 
informed decisions about their retirement savings and that plan sponsors 
receive the information tliey need to assess the reasonableness of 
(contracts or arrangements. Labor also noted that; it has recently devoted 
significant resources to ensure that plan sponsors and participants have 
the information they need. Labor has agreed to consider amending PTE 
2006-16 to require the securities lending agreement to provide enhanced 
disclosures to plan fiduciaries and to consider providing plan sponsors 
with guidance alerting them to the risks of engaging in securities lending 
and the types of information they should seek from their service providers 
about these investments. Labor disagreed with three of our 
recommendations. 

Labor disagreed with our recommendation to amend its participant 
disclosure regulations to provide information dLscIosing the risks of 
investing in stable value funds. It stated that without further study and 
review, the departnient is not prepcired to conclude that its participant 
disclosure regulations should be amended to specifically address stable 
value funds. Given the complexity of the issues involving stable value 
funds, we encourage Labor to initiate the study, review what it deems 
necessary, and to amend its disclosure regulations as appropriate. We note 
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Labor’s additional consideration to the recommendations proposed by the 
ERISA Advisoiy Council regarding information provided l.o plan sponsors 
and participants concerning stable value funds, and we believe that plan 
sponsors and participants would benefit from such guidance being issued 
in a prudent but expeditious manner. Given that the ERISA Advisory 
Council report on stable value funds was posted in April 2010, without 
additional guidance or assistance, plan sponsors may remain unaware of 
the risks and challenges associated with this investment option. 
Furthermore, because Labor will be consulting with SEC and CFTC with 
regard to their study of stable value funds, Labor has a unique opportunity 
to assist participants in their understanding of the restrictions, limitations, 
and risks of investing in such funds. We look forward to the findings, 
conclusions and proposed actions of Labor’s consultation and believe that 
this effort represents a great opportunity for Labor to assist plan sponsors 
and participants in building retirement security. 

Labor disagreed with our recommendation to amend its participant 
disclosure regulations regarding the practice of securities lending with 
cash collateral reinvestment and the potential for withdrawal restrictions. 
Th(^ Department stated that without further study and review, it is not 
prepared to conclude that its participant disclosure regulations should be 
amended to specifically address securities lending-related issues. While we 
believe that the evidence provided in our report is particularly compelling 
with regard to this recommendation, we strongly encourage Labor to 
initiate the study and review what it deems necessary, and, to amend its 
disclosure regulations as appropriate. As demonstrated in our report, 
securities lending with cash collateral reinvestment arrangements can be 
veiy complex transactions. Further, as we reported, Labor’s participant 
disclosiu-G regulations do not explicitly require plan sponsors to disclose 
information on the risks of securities lending with cash collateral 
reinvestment or withdrawal restrictions that can result from securities 
lending. We acknowledge Ijabor’s comment that the current participant 
disclosure regulations require that information pertaining to investment 
risks and investment strategies be available to plan participants. However, 
as we reported, these regulations require ottly disclosure of investment 
options, and not all practices utilized by those investment options — of 
which securities lending is one practice — and it is unclear how much or to 
what extent securities lending fees and risks will be discussed in these 
disclosures, t^irthennore, Labor only requires that information be made 
available to plan participants, not disclosed, which would require plan 
participants to know what information they need to avail themselves of in 
order to understand the fees and risks of securities lending. Wit hout 
better disclosures on securities lending witl\ cash collateral, participants 
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may continue to be unaware of the practice of cash collateral reinvestment 
and the risks it poses, as well as the potential for withdrawal restrictions 
resulting from such practices. 

Labor also did not agree with our recommendation to review the practice 
of securities lending with cash collateral reinvestment to provide guidance 
to plan spoi^sors as to w'hat would be reasonable levels of fees and 
reasonable distributions of returns when 401(k) assets arc utilized in this 
practice. Labor noted that a plan sponsor, in deciding to offer any 
investment option, must make that decision in accordance with its 
fiduciary responsibility under ERISA, ai\d that it would not be possible for 
Labor to provide specific guidance on reasonable levels of fees and 
reasonable distributions of returns in connection with any particular 
securities lending cash collateral reinvestment. We recognize the 
complexity of these transactions and the diligence that should be taken in 
developing such guidmice. Nevertheless, key participants in securities 
lending transactions are already moving in the direction of providing 
additional guidance to plan sponsors. For example, as we reported, some 
securities lending agents have already begun to make changes to tlieir 
securities lending programs in response to plan sponsors who have 
requested more disclosure about securities lending and cash collateral 
pools and have also requested that their securities lending programs take 
on less risk. In addition, securities lending agents are beginning to 
standardize guidelines for cash collateral pool investments, (Changes which 
they think would provide participants with some protection from losses. 
These industry driven developments clearly suggest that not only is such 
guidance possible, but that it is in the best interest of plan sponsors for 
Labor to provide some assistance on this issue. 

Finally, Labor disagreed with our recommendation regarding the inclusion 
of cash collateral reinvestment into PTE 2006-16, regarding the 
reasonableness of expected returns associated with this arrangement. 
Labor believes that it is not feasible to ensure a certain level of expected 
return on any particular investment. It is not our intent that rates of return 
should be ensured in such transactions, but that the reasonableness of the 
distributions of expected returns be ensured. We note, however, that 
under ERISA, Labor is already responsible for enforcing the requirements 
that plan sponsors ensure that the fees paid with plan assets are 
reasonable and for necessary services. Applying the same standard to the 
parameters of transactions lnvolvir\g securities lending with cash collateral 
can help reduce the risk of loss to plan participants. As we note in our 
report, securities lenders are alreatly implementing changes that could 
redefine the potential of loss and return to plan participants from these 
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transactions. Action by Labor can ivelp to ensure that it will not only be 
sophisticated plan sponsois who are likely to get the disclosures they 
need, while other plans sponsor continue to be unaware of what they 
need to ask for and understand regarding securities lending witJi cash 
collateral rcinv^tment 


As agreed with your office, unless you publicly announce the contents of 
this report earlier, we plan no further distribution until 6 days from the 
report date. At that time, we will send copies of this report to the 
appropriate congressional committees, the Secretary of Labor, the 
Chairman of the Securities and Exchange Commission, and other 
interested parties. The report also will be available at no charge on the 
GAO Web site at h(tp;//www.gao.gov. 

If you or your staff members have any questions concerning this report, 
please contact Charles Jeszeck at (202) 512-7215. Contact points for our 
Office of Congressional Relations and Public Affairs may be found on the 
last page of this report. GAO staff who made m^or contributions to this 
report are listed in appendix II. 

Sincerely yours, 



Charles A. Jeszeck 
Director, Education, Workforce, 
and Income Security Issues 
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Appendix I: Comments from the Department 
of Labor 


U.S. Department of Labor 


Assisttnl Secretary lor 

Emptoyee Benefits Security Administration 

Vibshington, DC 20210 



February 25.2011 

Mr Charles A. Jcszcck 
Director, Education, Workforce, and 
Inconw Security Issues 

United Slates Government Accountability Office 
Washii^on, DC 20548 


Dear Mr. Jeszeck: 

Thank you for the opportunity to review the Govenunent Accountability Office's (GAO) 
draft report entitled '‘40I(k) PLANS: Certain Investment Options and Polices That May 
Restrict Withdrawal-s Not Widely Undcfstood” (OAO-1 i-291). Based on our review of 
the report, below are our comments and observations. 

The draft report finds that during the recent financial crisis, plan sponsors and 
participants faced unexpected restrictions on withdrawals of plan assets from certain 
40l(k) investment options, specifically real estate accounts, money market funds, stable 
value funds and investment options that lend securities. It concludes, among other things, 
that greater transparency and disclosure arc necessary to assist plan sponsors and plan 
participants in urtderstandtng restrictions, limitations, and risk of loss to plan participants 
associated with investment in stable value funds and investment options that lend 
securities. 

In this regard, the D^artmcnt has recently devoted sigruficant resources to ensuring that 
ail participants and beneficiaries in participant-directed mdividual account plans (e.g., 
401(k) plans) have the infoimaiion they need to make informed dccision.s about the 
management of their individual accounts and the investment of their rettremeni savings, 
and to ensuring that plan fiduciaries receive disclosures ftom service providers to assist 
the fiduciaries in assessing the reasonableness of contracts or arrangements, including the 
reasonableness of the service providers' compensation and potentia! conflicts of interest 
cliat may affect the service providers’ pCTfonnance, ” 


• See Ftducwy Requifeinenw for Disclosure in Parucipant-Directsd Individual Account Plans; Piflil Rule, 
75 FRM9;o(Ociobn20. 2010): Reason^e Contracted Arrangement Under Section 408fb)(2) -Fee 
Duciosiffe; lotcriio Fids) Rule, 75 PR.4160Q<lufy 16,2010). 
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Appendix 1: Comments from the Department 
of Labor 


BecomraeRdation 1: Tbe rcccDtly enacted Dodd-Fnmk Wall Street Reform and 
Consumer Proteclioii Act includes requiremeots that will anbct delibn-ations about 
stable value funds and requires that the SEC and CFTC, in consultation with Labor 
and Treasury, conduct a study of stable value binds. To ensure additional 
protection for plao participants, appropriate information for plan sponsors, and to 
better inform the study required the Dodd-Frank Act, we recommend that 
Labor: 

• As it conducts its consultative analysis to assist the Sccarities and Exchange 
Commission and the Commodity Futures Trading Commission, also analyze 
stable value funds speciflcalty in a 4(}l(k) investment contest to identify those 
situations or coaditioBs that prevented plan sponsors from withdrawing from 
stable value funds, such as contract restrictions, and lake appropriate 
regulatory steps to assist plan sponsors in futfilling their fiduciary 
responstbililies. 

The Department will consider whether further action would be appropriate after 
coimtiting with the SRC and the CFTC upon completion of their study as mandated by 
the Dodd-Frank Wall Street Reform and Consumer Protection Act, 

• Amend its regulation on plan sponsor disclosure to participants to include a 
specific requirement for plao sponsors to provide information to participants 
that discloses the risks of investing in stable value funds. 

The Department disagrees with this recommendation. Without further study and review, 
the Department is not prepared to conclude that the regulations governing the disclosure 
of invcstiDcnt-rcIaicd information to participants and beneficiaries must be amended to 
specifically address stable value funds. The current regulation specifically requires that 
information pertaining to investment risks, as well as investment strategies, be available 
to plan participants with respect to all investment alternatives ofTered under a participant- 
directed individual account plan, including stable value funds, 

« Provide guidance to plan sponsors on tbe risks, structure, and dynamics of 
.stable value funds, consistent with the recommendations proposed by the 
ERJSA Advisory Council regarding the disclosure of information about 
stable value funds. 

tt'hiic the Department is aoi prepared at tlus time to commit to providing the 
recommended guidance, the Department will pursue further consideration of the 
recommendations prepared by (he ERISA Advisory Council regarding stable value funds. 
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Appendix I: Comments from the Department 
of Labor 


Recomioendatiao 2: Given the current practice of aecuritica lending with cash 
coltatera! reinvestment, its role in 401(k) plan investments, and our Hodings that 
plans and plan participants can bear a disproportionate amount of any loss 
associated with the practice, I>abor should take action to help plan sponsors of 
401(k) plans and plan partJdpaaU understand the role, risk, and beneilts of 
securities lending with cash collateral reinvestmeat in relation to 401(k} 
investments. £R1SA requires that the fees paid to the plan service providers be 
reasonable with respect to the services performed and Labor, in its implementation 
of PTC 2006-16, its prohibited transaction class exemption for securities lending, 
speciflealiy requires that coupensaiton received by the parties involved in the 
securities lending transaction should be reasonable. According to Labor, PTE 2006- 
!6 dees not cover cash collateral reinvestment. Therefore we recommend Labor; 

• Review the practice of securities lending with cash collateral reinvestment, to 
provide guidance to plan sponsors as to what would be reasonable levels of 
fees and reasonable distributions of returns when 40] (k) plan assets arc 
utilized in (his practice. 

The Deparunent disagrees with this recommendation. The Department notes that a plan 
sponsor's Vision to ofTer any investment option, which may engage in .securities 
lending, is a decision that must be made in accordance with the riduciary responsibility 
provisions of ERISA, based on all relevant facts and drcutristanccs. Because each 
decision is made based on a number of variables, it would not be possible for the 
Deparunent to provide specific guidance on reason^le levels of fees and reasonable 
distributions of returns in connection with any particular securities lending cash collaterai 
reinvestment. 

• Revise PTE 2006-16 to include the practice of cash collateral reinvestment by 
requiring that plan sponsors wbo enter into .securities lending arrangements 
utilizing cash collateral reinvestment on behalf of 40](k] plan participants 
not do SO unless they ensure the reasonableness nf the expected returns 
associated with (hu arrangement. 

A plan sponsor's decision to engage in securities lending is a decision that must be made 
in accordance with the fiduciary responsibility provisions of ERISA, based on all relevant 
facts and circumstances. These provisions require, among other things, that a plan receive 
reasonable compensation for the level of risk associated with the investment, The 
Department’s PTE 2006-J6 provides relief from ERISA’s prohibited transaction 
provisions for both the lending of secuiilies by employee benefit plans to banks and 
broker-deafets and the receipt of compensation by a securities lending fiduciary in 
connection with services provided to a plan. M cutrently granted, the exemption does 
not adeb^s Of provide relief for the reinvestment of the cash collatcrai. 

Currently, section llfg) of the exemption requires that all fees and other consideration 
received by the plan in cormection with the loan of securities arc reasonable, '['he 
Department docs not believe it is fea.sible to require additionally that plan sponsors 
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Appendix I: Coraments from the Department 
of Labor 


ensure a cerUtin level of apected rcwm ort any particular mvestmeat. Markcc forces and 
the choice of investments for die cash collateral will impact the return to the plan. 
However, the Dejartment will consider whether to amend PTE 2006- i 6 to require the 
securities lending agrecnimt described therein to provide enhanced disclosures to plan 
nduciarics. 

• Amend its regulation on plan sponsor disclosure to participants to include 
provisions specitie to (1) the practice of cash collateral reinvestment utilized 
by fund providers’ securities lending programs and (2) disclosing the 
potential for withdrawal restrictions. 

The Department disagrees with this recommendation. Without further study and review, 
the Department is not prepared to conclude that the regulatioas governing the disclosure 
of inwstmenl-relalcd infonnation to partietpams and beneficiaries must be amended to 
specifically address securities lending-related issues. 

• Provide plan sponsors with guidance alerting (hem to the risks of engaging <ti 
securities lending with cash coliateral reinvestment and the types of 
information they should seek from their service providers about these 
investments. 

The Department will consider this recommendation in light of its experience with 
security lending practices 

EBSA is committed to protecting the employer-sponsored benefits of American workers, 
retirees, and their families. Again, thank you for ihe opportunity to review the draft 
report. Please do not hesitate to contact us if you have questions concerning this response 
or if we can be of further assistance. 


Sincerely. 

Phyllis C. Borzi 
A.ssislant Secretary 
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Glossary 

The terms below are defined for the purposes of this GAO report. 

Asset-Backed Security 

An asset-backed security is a security whose value and income payments 
are derived from and collateralized (or “backed") by a specified pool of 
underlying assets. The pool of assets is typically a group of small and 
illiquid assets that are unable to be sold individually. Pooling the assets 
into financial instniments allows them to be sold to general investors, a 
process called securitization, and allows the risk of investing in the 
underlying assets to be diversified because each security will represent a 
fraction of the total value of the diverse pool of underlying assets. 

Balanced Fund 

Balanced funds are pooled accounts invested in stocks, bonds, and often 
additional asset classes. They are classified into two subcategories: target- 
date funds and non-targetHlate balanced funds. 

Book Value 

The book value of a stable value fund is the principal contributed to the 
investment option, plus accnied interest, minus withdrawals and fees. 
Accrued interest, minus withdrawals and fees, is calculated based on a 
methodology specified in the stable value fund contract and is reset on a 
periodic basis, which is usually quarterly or semiannually. 

Broker-Dealer 

The broker-dealer borrows securities on behalf of its customers, providing 
cash as collateral to the securities lending agent. A broker-dealer is a 
company or other oi^anization that trades securities for its own account 
or on behalf of its customers. Although many broker-dealers are 
“independent” rums solely involved in broker-dealer services, many others 
ai e business units or subsidiaries of commercial banks, investment banks 
or investment companies. When executing trade orders on behalf of a 
customer, the institution is said to be acting as a broker. Wlien executing 
trades for its own accrount, the institution is said to be acting as a dealer. 

Cash Collateral Pool 
Manager 

The cash collateral pool manager invests the cash provided as collateral 
for the borrowed securities in order to earn additional return for the 
securities lending agent during the period of time that ti\e securities are 
borrowed. The securities lending agent can be the ci^h collateral pool 
manager, but usually it is an affiliate of the securities lending agent. 
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Glossary 

Collateral Deficiency 

A situation when the securities lending agent determines that a substantial 
portion of the invested collateral is so impaired that it will be insufficient 
to repay borrowers upon redemption. 

Collective Investment 

Fund 

Collective investment funds (GIF) are bank investment trusts that pool the 
investments of retirement plans or other institutional investors. 

Commingled Fund 

Commingled or collective funds are designed to combine the assets of 
unrelated retirement plans, enabling participants to diversify and gain the 
economies of scale, i.e., the advantages tfiat being part of a larger fund 
affords, such as greater profits and less cost. 

Counterparty Risk 

The risk to each party of a contract tliat the counterparty will not live up 
to its contractual obligations. In a securities lending transaction, this is the 
risk to the lender that the borrower will fail to return the securities. 

Federal Agency Securities 

Federal agency securities are debt instmmenls issued by federal credit 
agencies. 

Illiquid Security 

The term “illiquid security” generally includes any security which cannot 
be sold or disposed of promptly and in the ordinary course of business 
without taking a reduced price. A security is considered illiquid if a fund 
cannot receive the amount, at which it values the instrument within seven 
days. 

Institutional Investor 

An institutional investor is an organization that pools large sums of money 
and invests those sums in securities, real property and other investment 
assets. Institutional investors are typically banks, insurance companies, 
retirement or pension funds, liedge funds, foundations and mutual funds. 

Intrinsic Value 

Intrinsic value refers to the return on a securities loan excluding the 
benefit of active collateral management. It is the spread between the 
rebate rate and the benchmark rate, e.g. federal funds rate. 
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Glossary 

Market Risk 

The potential for portfolio losses resulting from the change in value of 
stock prices of the portfolio’s assets, interest rates, foreign exchange rates, 
and commodity prices. 

Market Value 

The market value of a shUble value fund is the price at which the 
underlying assets of the fund are trading in the market at a given time. 

Money Market Funds 

Money market funds are open-end management investment companies 
that are registered under the Investment Company Act of 1940 and 
regulated under rule 2a-7 under that Act. Money market funds invest in 
high-quality, short-term debt instruments such as commercial paper, 
treasury bills and repurchase agreements. Generally, these funds, uiiiike 
other investment companies, seek to maintain a stable net asset value per 
share (markel, value of assets minus liabilities divided by number of shares 
outstanding), typically $1 per share. 

Mortgage-Backed 

Securities 

Mortgage-backed securities are securities whose value and income 
payments are derived from and collateralized (or “backed”) by a specified 
pool of underlying mortgage loans, most commonly on residential 
propertyshares of a home loan sold to investors. For example, aA bank or 
other entitiy lends a borrower the money to buy a house and collects 
monthly payments on the loan. This loan and a number of others, perhaps 
hundreds, are sold to a larger bank that packages the loans together into a 
mortgage-backed security. The larger bank then issues shares of this 
security to investors who buy them and ultimately collect the dividends in 
the form of the monihly mortgage payments. 

Mutual Fund 

A mutual fund, legally known as an open-end investment company, is a 
company that pools money from many investors and invests the money in 
stocks, bonds, short-term money-market instruments, other securities or 
assets, or some combination of these investments. These investments 
comprise the fund’s portfolio. Mutual funds are registered and regulated 
under tlie Investment Company Act of 1940, and are supervised by the 

SEC. Mutual funds sell shaires to public investors. Each share represents 
an investor’s proportionate ownership in the fund’s holdings and the 
income those holdings generate. Mutual fund shares are “redeemable,” 
which means that when mutual fund investors want to sell their shares, 
the investors sell them back to the fund, or to a broker acting for the fund, 
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Glossary 

at their current net a^et value per share, minus any fees the fund may 
charge. 

Participant-Directed 

401(k) Plan 

A 4()l(k) plan that generally allows a participant to choose how much to 
invest, within federal limits, and to select from a menu of diversified 
investment options chosen by the plan sponsor. 

Nontarget-Date Balanced 
Funds 

Nontarget-date balanced funds include asset allocation or hybrid funds. 

Plan Participants 

Plan participants contribute to their 40l(k) and direct that contribution to 
certain investment options. In 401(k) plans the assets are held in tnist for 
participants. 

Plan Sponsor 

A plan sponsor chooses which investment options to offer to its 
participants, and when making that choice, decides on whether to offer 
investments that engage in securities lending. 

Plan Service Provider 

A plan service provider purchases securities on behalf of 401(k) plan 
participants. A plan service provider may act; as securities lending agent. 

Private Placements 

A private placement is a direct offering of securities directly to an 
institutional investor, such as a bank, mutual fund, insurance company, 
pension fund, or foundation. 

Prohibited Transaction 

Prohibited transactions under ERISA include a sale, exchange, or lease 
between a plan and a party-in-interest; lending money or other extension 
of credit between the plan and party-in-interest; and furnishing goods, 
services, or facilities between the plan and party-in-interest, among other 
prolubited transactions. 

Real Estate Accounts 

Real estate accounts are open-ended, commingled accounts that invest 
din^ctly in real estate, such as funds that buy and manage commercial 
properties. Real estate accounts are equity accounts consisting primarily 
of high quality, well-leased real estate properties in the industrial, office, 
retail and hotel sectors. Real estate accounts may be offered by insurance 
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Glossary 


companies as separate ^counts, and are regulated by the state insurance 
commissioner in the state tiiey are created. 


Rebate a payment to the broker-dealer, as they would have earned a short-term 

rate of return on the cash they provided as collateral if they had kept it in 
their possession. The greater the demand for the security being lent, the 
lower the rebate paid to the broker-dealer by the securities lending agent. 
Securities tJiat have an extremely high borrowing demand, or that are in 
short supply and therefore hard to borrow, can obtain “negative” rebates, 
requiring the borrower to not only pledge cash, but also pay a fee to plan 
participants. 


Securities Lending The lending of some of the assets held in investment options, on behalf of 

plan participants, to third parties, usually broker-dealers, for a period of 
time. In return, broker-dealers provide collateral to securities lending 
agents that they hold until broker-dealers return the borrowed securities. 
Collateral for the loan can be either cash or securities, such as bonds or 
stocks. If securities lending agents accept securities as collateral for the 
loan, broker-dealers will typically pay a fee to borrow the securities. 
However, in the U.S., cash is the primary form of collateral taken in 
securities lending transact ions and if cash is taken as collateral, the 
securities lending agent docs not receive a fee, but, instead, has the right 
to reinvest tiie cash to earn an additional return. This is sometimes called 
“cash collateral reinvestment," and is typically considered a separate, but 
related, activity to the securities lending transaction. 


Securities Lending Agent The securitlevS lending agent coordinates loans of securities, hires a 

manager to invest cash collateral and nmy take on counterparty risk — or 
the risk that the borrower will not return the securities — on behalf of the 
plan. May be an affiliate of the custodian, i,e., an entity, usually a bank, 
that has legal responsibility for safekeeping a plan’s securities. 


Separate account GICs Plan sponsors contract with an insurance (Company to guarantee 

participants principal protection and a rate of return, which may be fixed, 
indexed, or reset periodically based on the actual performance of the 
underlying assets. The insurance company owns and holds the underlying 
assets in a separate, customized account for the exclusive beneht of a 
single plan. 
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Glossary 

Stable Value Fund 

Stable value funds m'e a fixed income investment option, designed to 
preserve the total amount of participants’ contributions, or their principal, 
while also providing steady, positive returns set in the contract. 

Statement of Additional 
Information 

A Statement of Additional Information (SAI) is a supplementary document 
to a mutual hind’s prospectus that contains addit ional information about 
the mutual fund and includes further disclosure regarding its operations. 

Synthetic Guaranteed 
Investment Contracts 

Plan sponsors contract with a bank or insurance company to guarantee 
participants principal protection and a rate of return relative to a portfolio 
of assets held in an external trust owmed by the plan. The rate of return, 
which is based on tlie actual performance of the underlying assets, is reset 
periodically. 

Target Date Funds 

Target date funds are often mutual funds and hold a mix of stocks, bonds, 
and other investments. Over time, the investment allocation gradually 
shifts according to the fund’s investment strategy. Target dale funds are 
designed to be investments for individuals with particular retirement dates 
in mind. 

Traditional Guaranteed 
Investment Contracts 

Plan sponsors contract with an insurance company to guarantee 
participants principal protection and a rate of return regardless of the 
perfonnance of tlie underlying assets, which the insurance company owns 
and holds within their general account. 

Trustee-Directed 401(k) 
Plan 

A 40i(k) plan wherein an employer appoints trustees who decide how the 
plan’s assets will be invested. 


(J30972) 
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GAO’s Mission 

The Government Accountability Office, the audit, evaluation., and 
investigative arm of Congress, ex^s to support Congress in meeting its 
constitutional responsibilities and to help improve the perfonnance and 
accountability of the federal government, for the American people. GAO 
examines the use of public funds; evaluates fedenil programs and policies; 
and provides analyses, recommendations, and other assistance to help 
Congress make informed overeight, policy, and funding decisions. GAO’s 
commitment to good government is reflected in its core values of 
accountability, integrity, and reliability. 

Obtaining Copies of 
GAO Reports and 
Testimony 

The fastest and easiest way to obtain copies of GAO documents at no cost 
is through GAO’s Web site (www.gao.gov). Each weekday afternoon, GAO 
posts on its Web site newly released reports, testimony, and 
correspondence. To have GAO e-mail you a list of newly posted products, 
go to www.gao.gov and select “E-mail Updates.” 

Order by Phone 

Tlie price of each GAO pubUcal;ion reflects GAO’s actual cost of 
production and distribution and depends on the number of pages in the 
publication and whether the publication is printed in color or black and 
white. Pricing and ordering information is posted on GAO’s Web site, 
http;//www.gao.gov/ordering.htm. 

Place orders by calling (202) 512-6000, toll free (866) 801-7077, or 

TDD (202) 512-2537. 

Orders may be paid for using American Express, Discover Card, 

MasterCard, Visa, check, or money order. Call for additional information. 

To Report Fraud, 
Waste, and Abuse in 
Federal Programs 

Contact: 

Web site: www.gao.gov/fraudnet/fraudnet.htm 

E-mail: fraudnelCegao-gov 

Automated answering system: (800) 424-5454 or (202) 512-7470 

Congressional 

Relations 

Ralph Dawn, Managing Director, davvnr@gao.gov, (202) 512-4400 

U.S. Government Accountability Office, 441 G Street NW, Room 7125 
Washington, DC 20548 

Public Affairs 

Chuck Young, Managing Director, youngcl@gao.gov, (202) 512-4800 

U.S. Government Accountability Office, 441 G Street NW, Room 7149 
Washington, DC 20548 
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SPECIAL COMMITTEE ON AGING HEARINGS 
ON RETIREMENT SAVINGS 


On October 24, 2007, the Senate Special Committee on Aging held a hearing on “Hidden 
401(k) Fees: How Disclosure Can Increase Retirement Security,” which examined the effect 
hidden 401(k) fees can have on retirement savings and the need for simple and clear disclosure. 
The Committee heard testimony from: Barbara Bovbjerg, Director of Education, Workforce and 
Income Security Issues, GAO; Bradford Campbell, Assistant Secretary of Labor, the Employee 
Benefits Security Administration; Jeff Love, Director of Research, AARP; Mercer Bullard, 
assistant professor. University of Mississippi School of Law; Michael Kiley, President, Plan 
Administrators, Inc.; and Robert Chambers, Esq., Partner, Helms, Mulliss & Wicker LLC and 
Chairman of the American Benefits Council. 

LEGISLA TIVE A CTlOr<l: 

Increasing the Transparency of Pension Fees. In the 111"' Congress, Rep. George Miller (D- 
CA, 7th Congressional District) introduced H.R. 1984, the 40!(k) Fair Disclosure for Relirentenl 
Security Act, and Senators Tom Harkin (D-IA) and Herb Kohl (D-WI) introduced S. 401, i/ie 
Defined Contrihulion Fee Disclosure Act, to amend ERISA to require the disclosure of fees to 
both plan sponsors and participants. In 2010, the Department of Labor issued regulations that will 
bring greater transparency and disclosure of401(k) fees. These regulations will make it easier for 
employers to ensure that their plans’ fees are reasonable - and 401 (k) participants will now know 
how much they are being charged to invest in their 401(k) plan. 

On April 30, 2008, the Senate Special Committee on Aging held a hearing entitled, 
“Leading by Example; Making Government a Role Mode) for Hiring and Retaining Older 
Workers” evaluating the federal government’s efforts to hire and retain older workers. The 
Committee heard testimony from; Barbara Bovbjerg, Director, Education, Workforce and 
Income Security Issues, US Government Accountability Office, Robert Goldenkoff, Director, 
Strategic Issues, US Government Accountability Office, Nancy Kichak, Associate Director, 
Strategic Human Resources Policy, Office of Personnel Management, Thomas Dowd, 
Administrator, Office of Policy Development and Research, Employment and Training 
Administration, US Department of Labor, Max Stier, President and CEO, Partnership for Public 
Service, Chai Feldblum, Co-Director, Workplace Flexibility 2010. 

lEGISLA TIVE A CTlOISi 

Remove the pension penalty for seniors to continue working in a phased retirement: 

In the 1 llth Congress, Senator Herb Kohl (D-WI) joined Senator George Voinovich (R-OH), the 
ranking member of the Senate Homeland Security and Governmental Affairs Committee's 
Subcommittee on the Oversight of Government Management, the Federal Workforce and the 
District of Columbia, in introducing S. 469, which would remove the penalty for federal workers 
in the CSRS who would have otherwise had their pension reduced for working part time at the 
end of their career. This legislation was signed into law by President Barack Obama on October 
28, 2009, 
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On July 16, 2008, the Senate Special Committee on Aging held a hearing entitled 
“Saving Smartly for Retirement: Are Americans Being Encouraged to Break Open the Piggy 
Bank?” to examine the reported increase in leakage and to explore ways to protect American’s 
retirement savings. The Committee heard testimony from; Christian Weller, Senior Fellow, 
Center for American Progress; Mark Iwry, Principal, Retirement Security Project; David John, 
Principal, Retirement Security Project; Gregory Long, Executive Director, Federal Retirement 
Thrift Investment Board; John Gannon, Senior Vice President, Financial Industry Regulatory 
Authority; Bruce Bent, Chainnan, The Reserve. 

LEGISLA TIVE A CTW,\': 

Reducing the “Leakage" of Pension Savings. In conjunction with the July 2008 hearing, the 
Aging Committee requested that the U.S. Government Accountability Office (GAO) study the 
extent to which Americans tap into their accrued retirement savings prior to retirement. In 
August 2009, GAO issued 401 (k) Plans: Policy Changes Could Reduce Long-term Effects of 
Leakage on Workers ’ Retirement Savings, which suggested that Congress consider changing the 
requirement for the six-month contribution suspension following a hardship withdrawal, as well 
as recommended that the Secretary of Labor promote greater participant education on the 
importance of preserving retirement savings, and that the Secretary of the Treasury clarify and 
enhance loan exhaustion provisions to ensure that participants do not initiate unnecessary leakage 
through hard.ship withdrawals. In conjunction with the 2008 hearing. Senators Charles Schumer 
(D-NY) and Herb Kohl (D-WI) introduced S. 3278 in the 1 10* Congress, to limit the number of 
401{k) loans to three and prohibit the widespread use of 401(k) debit cards. 

On February 25, 2009, the Senate Special Committee on Aging held a hearing entitled 
“Boomer Bust? Securing Retirement in Volatile Economy,” which examined the economic 
downturn’s effect on retirement security, particularly for those on the brink of retirement, The 
Committee heard testimony from: Jeanine Cook, a Baby Boomer from Myrtle Beach, South 
Carolina; Dallas L. Salisbury, President & CEO, Employee Benefits Research Institute; Dean 
Baker, Co-Director, Center for Economic and Policy Research; Ignacio Salazar, President & 
CEO, SER - Jobs for Progress; Barbara B. Kennedy, President & CEO, National Committee to 
Preserve Social Security and Medicare; Deena Katz, CFP, Associate Professor, Texas Tech 
University, and Chairman, Evensky & Katz. 

On May 20, 2009, the Special Committee on Aging held a hearing entitled “No 
Chiarantees: As Pension Plans Crumble, Can PBGC Deliver," to consider whether the federal 
government’s Pension Benefit Guaranty Corporation (PBGC) has the capability to fulfill its 
mission to insure the pensions of nearly 44 million Americans, at a time when several of the 
country’s largest automobile companies are teetering on the edge of bankruptcy. The question of 
PBGC’s governance came amidst allegations of mismanagement by the agency’s former 
director, Charles E.F. Millard, who deviated from PBGC's conseiwative investment strategy just 
before the market downturn. In addition, the PBGC Inspector General alleged that Millard 
improperly influenced the procurement process surrounding the restructuring of the 
Corporation’s investments. The Committee heard testimony from: Dallas L. Salisbury, President 
and CEO, Employee Benefits Research Institute; Barbara Bovbjerg, Director, Education, 
Workforce and Income Security, U.S. Government Accountability Office; Rebecca Anne Batts, 
Inspector General, Pension Benefit Guaranty Corporation; and Vincent Snowbarger, Acting 
Director, Pension Benefit Guaranty Corporation. Charles E.F. Millard, Fonner Director, Pension 
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Benefit Guaranty Corporation, was invited to testify but availed himself of the privilege afforded 
to him under the Fifth Amendment of the Constitution not to give testimony that might tend to 
incriminate him. 

LEGISLA TIVE ACTION: 

Strengthening the Pension Benefit Guaranty Corporation ’s Governance Structure. On the 
basis of the Committee’s findings. Senators Herb Kohl (D-WI), Russ Feingold (D-WI), Claire 
McCaski II (D-MO), and Michael Bennet (D-CO) introduced S. 1 544 in the 1 1 1 Congress, which 
expands and strengthens PBGC govemance and oversight, in part, by expanding the PBGC's 
board of directors, redefining the Inspector General’s reporting structure, and adding additional 
procurement safeguards. We expect this bill to be reintroduced in the near future. 

On October 28, 2009, the Special Committee on Aging held a hearing entitled ‘'Default 
Nation: Are 401 (k) Target Date Funds Missing the Mark?" to explore issues detrimental to target 
date fund’s effectiveness. The Committee heard testimony from: Barbara Bovbjerg, Director of 
the Education, Workforce and Income Security, U.S. Government Accountability Office; 

Andrew Donohue, Director of Investment Management, U.S. Securities and Exchange 
Commission; Phyllis Borzi, Assistant Secretary of Labor, Employee Benefits Security 
Administration, U.S. Department of Labor; John Rekenthaler, Vice President of Research, 
Morningstar; Ralph Derbyshire, Senior Vice President and Deputy General Counsel, FMR LLC; 
and Michael Case Smith, Senior Vice President of Institutional Strategies, Avatar Associates. 

On June 16, 2010, the Special Committee on Aging held a hearing entitled “The 
Retirement Challenge: Making Savings Last a Lifetime" which examined how to help seniors 
manage their savings throughout their retirement. The Committee heard testimony from: Phyllis 
Borzi, Assistant Secretary of Labor, Employee Benefits Security Administration, U.S. 
Department of Labor; J. Mark Iwry, Senior Advisor to the Secretary of the Treasury and Deputy 
Assistant Secretary for Retirement and Health Policy, U.S. Department of Treasury; Ted Beck, 
President and CEO, National Endowment for Financial Education; Kelli Hueler, Founder and 
CEO, Hueler Companies; William Mullaney, President of U.S. Business, MetLife (representing 
the American Council of Life Insurers); and Lisa Mensah, Executive Director, Aspen Institute’s 
Initiative on Financial Security. 
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AGING COMMITTEE MAJORITY STAFF INFORMATION PAPER 


Executive Summary 


In response to reports between 2007 and 2010 of employers that sponsor 401fk) plans 
being restricted from withdrawing their plan assets from investment options that lent securities 
(the practice of lending plan assets to third parties in exchange for cash as collateral that a fond 
reinvests), the Majority Staff of the Aging Committee (the Committee) conducted an 
investigation of securities lending within retirement plans. The Committee requested 
information on securities lending from employers that sponsor 401(k) plans and banks in the 
securities lending market. 

The Committee surveyed employers that sponsored the 30 largest 401{k) plans with 
assets that totaled over $330 billion. All 30 employers stated that at least one of the investment 
options they offered to participants within their plans engaged in securities lending at some time 
between 2006 and 2010. However, five of these employers no longer offered an investment 
option that engaged in securities lending within their 401(k) plans in 2010. The five employers 
that transitioned out of securities lending cited the changing market environment and credit crisis 
in 2008 and 2009, low and negative returns on the cash collateral reinvestment and liquidity 
restrictions as their reasons for no longer participating in securities tending within their plans. 

The Committee also surveyed the seven largest banks in the securities lending market. In 
total, these banks had over $1 trillion of securities on loan in 2010. Six of the seven banks we 
surveyed currently provide direct securities lending services to defined contribution, defined 
benefit and other retirement plans. In 2010, the total number of retirement plans that these banks 
provided services to was 570 and these plans had a total asset size of about $1.3 trillion. 

Our investigation uncovered withdrawal restrictions in defined contribution retirement 
plans. Over 1/3"* of the employers we surveyed indicated that they had been restricted at the 
plan-level from withdrawing from at least one investment option that participated in securities 
lending between 2006 and 2010. In addition, three of the seven banks we surveyed restricted 
defined contribution and defined benefit plans from exiting funds that engaged in securities 
lending. The types of restrictions included only permitting employers to take in-kind (rather than 
cash) distributions or only permitting employers to withdraw a maximum percentage of between 
two and four percent per month of the value of its interest in the fond. These results are 
troubling as employers must be able to change investment options offered in their 401(k) plans to 
meet their duties under ERISA in prudently selecting such options. 

In the case of securities lending with cash collateral within 401(k) plans, participants bear 
the ultimate risk of loss from the cash collateral pool investments. Securities lending agents 
generally do not reimburse plan participants for losses that the cash collateral reinvestment pool 
may suffer. However, in the event that there are gains from the investments of the cash collateral 
pool, participants generally share the gain with securities lending service providers, including 
broker-dealers and securities lending agents. The data we received from the surveyed employers 
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and batiks is generally consistent with these conclusions. For example, most of the employers 
we surveyed stated that any losses within the cash collateral pools were ultimately borne by the 
participant. In terms of revenue sharing arrangements between the plans/participants and the 
securities lending service provider, it ranged from 50-50 percent split to a division of 92 percent 
to the plan/participants and eight percent to the service provider. 

Finally, for the investment options that lent securities in 2010 within the surveyed 
employers’ plans, the average percent of the investment option’s assets that was lent out was 9.93 
percent. The range of the percentages of investment option’s assets that was lent out in 2010 was 
0.04 to 97 percent. That is, one of the investment options offered by an employer lent out 97 
percent of its underlying assets. 

Recommendations 

Based on our research on securities lending practices, the Committee makes the 
following recommendations: 

• Employers should increase their knowledge of securities lending within their defined 
contribution retirement plans. 

• Participants should be given information about securities lending within their defined 
contribution retirement plan investment options. 

• The Department of Labor should issue guidance to employers on securities lending 
practices within qualified retirement plans. 

• Companies in the business of securities lending should report information about their 
businesses practices. 

Introduction 


With the shift from traditional defined benefit pension plans to defined contribution 
retirement plans, today much of the burden for preparing for a financially secure retirement falls 
on American workers. The dominant and fastest growing defined contribution plan is the 401(k) 
plan, which allows workers to choose to contribute a portion of their pre-tax compensation to the 
plan. According to estimates by industry experts, 49 million Americans were active 401(k) plan 
participants in 2009 and, by year end, 401(k) plan assets amounted to $2.8 trillion.' Unlike those 
covered by traditional defined benefit pension plans, participants in 401(k) plans personally 
contribute to their individual accounts and are responsible for selecting from an array of 
investment options, such as mutual tunds, money market accounts and stable value funds. 
Furthermore, the investment risk generally falls solely on participants in 401(k) plans. 


^ Employee Benefit Research Institute. 401 (k) Plan Asset Allocation, Account Balances, and Loan Activity in 2009, 
Issue Brief No. 350 (Washington D.C., November 2010). 
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Securities iending is the practice of lending plan assets to third parties in exchange for 
collateral that a fund reinvests. The collateral for the loan can be either cash or other securities, 
such as bonds or stocks. However, in the U.S., cash is the primary form of collateral taken in 
securities lending. Many defined contribution and defined benefit plans participate in securities 
lending programs within their plans to generate additional revenue to cover fees or increase 
earnings. 

During the financial crisis, some of the cash collateral pools of retirement plan assets 
participating in securities lending programs experienced significant losses. This was as a result 
of the cash collateral being invested in risky assets that subsequently lost value and became 
difficult to trade. The losses and illiquid assets in the cash collateral pools led to many 
employers being restricted from withdrawing or transferring their retirement plan assets from 
investment options that lent securities. Some plans and participants also experienced realized 
losses when terminating their securities lending arrangements. 

These losses in cash collateral pools and withdrawal restrictions highlight the risks 
associated with securities lending with cash collateral reinvestment within retirement plans. This 
is especially true of 401(k) plans where the investment risk falls on participants. However, many 
employers and participants are not even aware that securities lending is going on within their 
plans - and if they are aware, they may not recognize the risks. 

Government Accountability Office Report 

In response to participant and employer concerns over withdrawal restrictions, in June 
2009, Chairman Kohl asked the Government Accountability Office (GAO) to determine what 
happened during the financial crisis to participant accounts and to employers’ control over the 
investment options offered to 401(k) plan participants. GAO was asked to answer the following 
questions: 

• What are some of the specific investments and practices that prevented employers and 
participants from accessing 401(k) plan assets? 

• What changes, if any, could the Department of Labor make to assist employers in 
understanding the challenges posed by certain investments and practices? 

Some of the descriptions in this report are derived from GAO’s March 201 1 report 
entitled, “401(k) Plans: Certain Investment Options and Practices That May Restrict 
Withdrawals Not Widely Understood.” 


Aging Committee Report 

To supplement GAO’s research, the Aging Committee conducted its own investigation of 
securities lending within retirement plans, the findings of which are summarized in this report. 
Currently, there is no comprehensive, public data source available with respect to securities 
lending, including securities lending within the retirement plan market. Therefore, the 
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Committee requested information on securities lending from employers that sponsor 40 1 (k) 
plans and banks within the securities lending market. 

In November and December 2010, the Committee sent out two sets of letters related to 
securities lending within retirement plans to better understand the potential problems. The first 
set of letters was sent to the employers that sponsor the thirty largest 401(k) plans in the U.S. (by 
asset size). These employers were asked a series of questions about securities lending practices 
within their plans, including requests for information on: 

• The size of their plans; 

• Whether their plans participates in securities lending; 

• The investment options within their plans that participate in securities lending, including 
the total revenue (loss) from securities lending and the average percent of the funds’ 
assets that were lent out; 

• The types of disclosures (employer and participant) on securities lending; and 

• Whether plan sponsors and/or participants experienced withdrawal restrictions. 

The second set of letters was sent to the seven largest banks within the securities lending 
market. These banks were asked a series of questions about their securities lending business 
within the retirement plan market, including requests for information on: 

• The size of their defined contribution and defined benefit retirement plan business; 

• The range of revenue sharing arrangements for splitting securities lending revenue; 

• The total amount of gains and losses from their securities lending programs involving 
defined contribution and defined benefit plan assets; and 

• Whether they have restricted any defined benefit and defined contribution plans from 
exiting funds that engage in securities lending. 

Background 

Retirement Plans - In General 

Private sector employers generally offer their employees two broad types of retirement 
plans, defined benefit and defined contribution. Employers that offer defined benefit plans 
typically invest their own money in the plan and, regardless of how the plans’ investments 
perform, promise to provide eligible employees retirement benefits. These benefits are generally 
fixed levels of monthly retirement income based on years of service, age at retirement, and, 
frequently, earnings. 

In contrast, employers that offer defined contribution plans do not promise employees a 
specific benefit amount at retirement - instead, the employee and/or their employer contribute 
money to an individual account held in trust for the employee. The employee’s retirement 
income from the defined contribution plan is based on the value of their individual account at 
retirement, which reflects the contributions to, performance of the investments in, and any fees 
charged against their account. Over the past three decades, there has been a general shift by 
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employers away from defined benefit plans to defined contribution plans. The dominant and 
fastest growing defined contribution plan is the 401(k) plan, which allows workers to choose to 
contribute a portion of their pre-tax compensation to the plan under section 401(k) of the Internal 
Revenue Code.” 

Employers that offer 401(k) plans have responsibilities under ERISA. The law 
establishes that a plan fiduciary includes a person who has discretionary control or authority over 
the management or administration of the plan, including the plan's assets. Typically, the 
employer is a fiduciary under this definition. ERISA requires that plan fiduciaries carry out their 
responsibilities prudently and do so solely in the interest of the plan’s participants and 
beneficiaries. In accordance with ERISA and related Labor regulations and guidance, employers 
and other fiduciaries must exercise an appropriate level of care and diligence given the scope of 
the plan and act for the exclusive benefit of plan participants and beneficiaries, rather than for 
their own or another party’s gain. Responsibilities of a fiduciary include, but are not limited to, 
selecting and monitoring investment options the plan will offer and ensuring that the plan has a 
broad range of investment options. 

401(k) Investment Practice: Securities Lending With Cash Collateral Reinvestment 

Many of the investment options offered by employers within their 401(k) plans, including 
mutual funds, money market accounts and stable value funds, engage in a practice called 
securities lending, where some of the assets held in these investment options on behalf of plan 
participants are lent out for a period of time by a securities lending agent to a third party, usually 
a broker-dealer. In return the broker-dealer provides collateral to the securities lending agent to 
hold until it returns the borrowed securities. The collateral for the loan can be either cash or 
other securities, such as bonds or stocks. However, in the U.S., cash is the primary form of 
collateral taken in securities lending. Many plans participate in securities lending to generate 
additional revenue to cover fees or increase earnings. 

Some of the $2.8 trillion in assets held in 401(k) plans at the end of 2009 were utilized in 
securities lending programs, but the specific amount is unknown. The percentage of assets lent 
out at any given time varies by type of401(k) investment option. The SEC limits the amount of 
assets that can be lent from a muhial fund at one time to one-third of the fund’s total asset value. 
Other 401(k) investment options that are not registered with SEC, such as some equity, bond, 
and stable value funds, are generally not limited in the percentage of assets that can be utilized 
by securities lending programs. 


’ Other defined contribution plans include 403(b) plans, profit-sharing plans and employee stock ownership plans. 
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In response to the Aging Committee’s request, the employer sponsors of the thirty largest 
401(k) plans in the U.S. provided the following information. 

Plan Information 

Of the 30 employers we surveyed, 25 provided information about their plans for the time 
period of 2006 through 2010 (the 25 Employers). The total amount of 401 (k) assets in 2010 for 
the 25 Employers was $332.6 billion. Table 1 shows the total 401(k) assets from 2006 through 
2010 for the 25 Employers. As expected, asset levels dropped significantly in 2008 but 
increased in 2009 and 2010 - and almost recovered to 2006 levels by the end of 2010. The 
average amount of 401(k) assets per plan in 2010 for the 25 Employers was $13.3 billion. Table 
2 shows the range of 401(k) assets per plan in 2010. Asset size ranged for the 25 Employers 
from $2.4 billion to $33 billion. 


Table 1. Total 401(k) assets from 2006 to 2010 for the 25 Employers 



12 


s 


VerDate Nov 24 2008 


13:46 Aug 17, 2011 


Jkt 067300 PO 00000 Frm 00170 


Fmt 6601 


Sfmt 6601 


C:\DOCS\67300.TXT SHAUN 


PsN: DPROCT 




167 


Table 2. Range of amount of 401(k) assets per plan in 2010 for the 25 Employers 



The total number of participants in the plans offered by the 25 Employers in 2010 was 
4.2 million. From 2006 to 2010, the total number of participants increased from about 4.0 
million to 4.2 million (Table 3). The number of participants per plan in 2010 ranged from 
32,500 to 1 .3 million (Table 4), The average number of participants per plan in 2010 for the 25 
Employers was 168,300. 

Table 3. Total number of 401(k) plan participants from 2006 to 2010 for the 25 
Employers 
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Table 4. The range of number of 401(k) plan participants per plan in 2010 for the 25 
Employers 



Participation in Securities Lending Programs 

Of the 30 employers we surveyed, all of them stated that at least one of the investment 
options they offered to participants within their 401(k) plans engaged in securities lending at 
some time between 2006 and 2010, However, five of these employers no longer offered an 
investment option that engages in securities lending within their 401(k) plans in 2010. Of the 25 
employers that do have securities lending options, all offer indirect lending options (e.g., a 
mutual fund or collective investment trust that participates in securities lending) and three of 
those 25 employers offer direct lending options (e.g., a separate account that participates in 
securities lending). For those 25 employers that engaged in securities lending in 2010, the 
number of investment options that engaged in securities lending per plans ranged from one to 
122 with an average of 21.8 (Table 5). 
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Table 5. Range of number of investment options that engaged in securities lending per 
employer in 2010. 



Transitioning Out of Securities Lending 

Five of the employers we surveyed did not offer any investment options that engaged in 
securities lending within their 401(k) plans in 2010 (although all of these employers had 
partieipated in securities lending within their plans in the past). In addition, 16 employers 
indicated that they stopped securities lending for at least one of the investment options they 
offered within their plans between 2006 and 2010. This includes five employers that stopped 
indirect lending completely and six employers that stopped direct lending completely. 

The reasons the five employers transitioned out of securities lending completely within 
their 401(k) plans were similar. A few stated that they initially saw securities lending as a low- 
risk way to offset fees and gain additional earnings for participants. However, due to the 
changing market environment and credit crisis in 2008 and 2009, the benefits of securities 
lending programs became less certain and therefore, they decided to cease securities lending 
within their plans. One employer also cited low and negative returns on the cash collateral 
reinvestment and liquidity restrictions as one of the reasons they decided to no longer participate 
in securities lending within their plans. 

Percentage of Assets Lent Out 

For the investment options that lent securities in 2010 within the surveyed employers’ 
plans, the average percent of the investment option’s assets that was lent out was 9.93 percent. 

The range of the percentages of investment option’s assets that was lent out in 2010 was 0.04 to 97 
percent. That is, one of the investment options offered by an employer lent out 97 percent of its 
underlying assets. 
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Table 6. Maximum and average percent of an investment option's assets on loan by 
employer in 2010 



The range of securities lending varied by type of investment 

• Mutual funds. For the mutual funds that lent securities indirectly in 2010 through the 
surveyed employers’ 401(k) plans, the average percent of the investment option’s assets 
that was lent out was 3.35 percent. The range for these mutual funds was 0.04 to 28.3 
percent. Therefore, the highest percentage of assets lent out for a mutual fund was 28.3 
percent. 

• Collective investment trusts. For collective investment trusts that lent securities indirectly 
in 2010, the average percent of the investment option’s assets that was lent out was 17.33 
percent. The range of percentages for these collective investment trusts was 0.10 to 97 
percent. Therefore, the highest percentage of assets lent out for a collective investment 
trust was 97 percent. 

While these are significant differences, they are not entirely surprising. The SEC limits the 
amount of assets that can be lent from a mutual fund at one time to one third of the fund’s total 
asset value. And collective trusts, which are generally overseen by the bank regulators, are not 
subject to such limitations. 
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Withdrawal Restrictions 
Employer Level 

We have found that over the last five years, some service providers that offered the 
investment options that lent securities did not allow employers to withdraw or transfer all of the 
401(k) plan’s assets that were invested in those investment options. These service providers 
placed restrictions on employer withdrawals because the cash collateral pools had been invested in 
assets that subsequently lost value and became difficult to trade, causing cash collateral pool 
losses. As a result of the losses, the pools were not worth the amount that the investment option 
needed to return the cash collateral and pay rebates to borrowers. 

Of the 30 employers we surveyed, over 1/3"* ( 1 1 employers) indicated that they had been 
restricted at the plan-level from withdrawing from at least one investment option that participated 
in securities lending between 2006 and 2010. All employers that faced withdrawal restrictions 
used one of two providers. 

From those surveyed, the withdrawal restrictions were placed on employers beginning in 
the fourth quarter of 2008 and the restrictions were removed between the summer of 2010 and the 
first quarter of 201 1 . The restrictions varied amongst the employers we surveyed. For some, 
employer withdrawal requests from lending funds were limited to a per month maximum of 
between two and four percent of the total account’s net asset value in the fund at the time of the 
redemption request, Another employer, for about nine months beginning in October 2008, was 
not permitted to transfer any funds out of several investment options that participated in securities 
lending. After nine months, the service provider permitted the employer to request redemptions of 
up to 15 percent of each investment option’s assets two times per month (however, the service 
provider reserved the right to authorize a lesser percentage). 

Participant Level 

Of the 30 employers surveyed, none reported participant withdrawal restrictions from 
investments within their plans that participated in securities lending. However, one employer 
reported that their securities lending service provider notified them that if participant 
withdrawals and/or transfers out of the funds with securities lending programs rose to a certain 
unspecified level, then the service provider would deem the participant activity to be at the plan- 
level and thus, subject to restrictions on plan-level redemptions. The employer did note though 
that this never occurred and therefore, participant-directed withdrawals and transfers out of the 
investment funds with securities lending arrangements continued without restriction. 

Average Gains and Losses from Securities Lending 

Table 7 summarizes the average revenue gain and loss from securities lending per 
investment option for each employer that provided plan-level data (25 employers). In 2006, 
employers on average experienced only gains and no losses from securities lending. And in 
2007, 2009 and 2010, only one employer each year experienced average losses per investment 


17 


J 

i 

I 

I 

VerDate Nov 24 2008 13:46 Aug 17, 201 1 Jkt 067300 PO 00000 Frm 00175 Fmt 6601 Sfmt 6601 C:\DOCS\67300.TXT SHAUN PsN: DPROCT | 



172 


option from securities lending. In 2008, four employers experienced average losses per 
investment option from securities lending. These average losses ranged from $171,753 to 
$1,666,667. 

Table 7. Average revenue gain (loss) from securities lending per investment option for 
the 25 employers surveyed that provided plan-level data 



Average revenue gain (loss) from securities iending per 
investment option, when the data provided was at the plan 
level 


2006 

2007 

2008 

2009 

2010 

1 

261,194 

329,339 

527,969 

527,489 

253,829 

2 

337,588 

558,707 

1,151,730 

758,836 

236,207 

3 

333,333 

333,333 

(1,666,667) 

1,666,667 

Not fending 

securities 

4 

66,372 

90,333 

215,269 

101,188 

42,518 

5 

136,929 

364,433 

731,943 

640,064 

307,595 

6 

1,045,251 

(345,498) 

2,382,103 

Not lending 

securities 

Not lending 

securities 

7 

427,222 

1,135,708 

3,722,016 

1,709,610 

504,500 

8 

86,217 

109,838 

142,730 

175,376 

39,742 

9 

N/A 

59,501 

305,315 

312,690 

65,570 

10 

81,868 

101,988 

162,283 

80,856 

37,897 

11 

135,276 

89,149 

(265,906) 

(1,607) 

46,081 

12 

145,640 

212,968 

(171,753) 

114,919 

98,932 

13 

90,965 

272,883 

424,093 

184,516 

223,401 

14 

26,360 

26,237 

45,076 

124,732 

58,000 

15 

42,402 

122,840 

336,732 

106,262 

59,444 

16 

837,454 

608,827 

(404,342) 

218,966 

(15,924) 
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17 

120,557 

55,974 

247,616 

137,692 

57,289 

18 

39,788 

98,067 

229,073 

136,689 

45,780 

19 

297,464 

631,468 

1,138,619 

933,050 

469,044 

20 

8,580 

22,713 

74,324 

52,882 

24,080 

21 

191,627 

201,017 

492,950 

337,796 

207,464 

22 

59,080 

107,875 

452,767 

272,363 

73,877 

23 

282,978 

114,321 

26,470 

219,198 

33,537 

24 

102,103 

133,911 

42,550 

313,433 

73,991 

25 

N/A 

N/A 

111,500 

65,045 

56,381 


Revenue Sharing and Liability for Losses 

In the case of securities lending with cash collateral within 401(k) plans, participants bear 
the ultimate risk of loss from the cash collateral pool investments. Securities lending agents 
generally do not reimburse plan participants for losses that the cash collateral reinvestment pool 
may suffer, which is the risk that remains with plan participants. However, in the event that 
there are gains from the investments of the cash collateral pool, participants generally share the 
gain with securities lending service providers, including broker-dealers and securities lending 
agents. 


Our survey results are generally consistent with these conclusions. Most of the 
employers we surveyed stated that any losses within the cash collateral pools were ultimately 
borne by the participant. In terms of revenue sharing arrangements between the 
plans/participants and the securities lending service provider, it ranged from 50-50 percent split 
to a split of 92 percent to the plan/participants and eight percent to the service provider. It 
should be noted that a few employers invested in mutual funds where the revenue sharing 
arrangements provided that 1 00 percent of the cash collateral revenue in excess of costs was 
allocated back to the mutual funds as revenue (and ultimately to participants). 

Disclosures Provided to Employers and Participants on Securities Lending 

Our survey found that employers are provided with some disclosures about securities 
lending. The most common form of disclosure is fund documentation (e.g., a Prospectus or 
Statement of Additional Information). Some securities lending service providers also provide 
periodic reports to their clients. And nine of the employers we surveyed had signed securities 
lending agreements with their service providers. Table 8 summarizes the examples of 
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disclosures about securities lending provided to the 30 respondents to our survey - and the 
number of surveyed employers that indicated receiving such disclosure. 


Table 8. Examples of disclosures provided to employers about securities lending. 


Type of disclosure 

Number of employers that indicate 
they receive that type of disclosure 

Fund documentation (e.g., a Prospectus 
or Statement of Additional Information) 

20 

Meetings (in person and conference call) 

6 

Signed securities lending agreements 

9 

Periodic reports 

13 

Investment guidelines 

3 

Fee and other disclosures 

5 

Letters 

4 


In general, the 30 employers we surveyed also provide some documentation about 
securities lending to their participants. Like the employer disclosures, the most common 
disclosure is fund documentation. Six employers provide a description of securities lending in 
their summary plan descriptions or plan participant investment guides. Five employers stated 
that they provide no information to participants on securities lending. 

Table 9. Examples of disclosures provided to participants about securities lending 


Type of disclosure 

Number of employers that indicate they 
provide that type of disclosure 

Fund documentation (e.g., a 
Prospectus or Statement of 
Additional Information) 

20 

Provide no securities lending 
disclosures 

5 

Financial statements 

4 

Form 5500 

1 

Summary plan descriptions and 
plan participant investment guides 

6 


20 


VerDate Nov 24 2008 13:46 Aug 17, 201 1 Jkt 067300 PO 00000 Frm 00178 Fmt 6601 Sfmt 6601 C:\DOCS\67300.TXT SHAUN PsN: DPROCT 



175 


Bank Findinss 

In response to the Aging Committee’s request, the seven largest banks within the 
securities lending market provided the following information. 

Size of Securities Lending Business - In General 

Six of the seven banks that we surveyed had a total of about $1.1 trillion of securities on 
loan in 2010 (six of seven banks provided information, direct and indirect securities lending). 
This is dowTi from the high point in 2007 when nearly $2 trillion of securities were out on loan 
(Table 10). In 2010, the average value of securities on loan per bank was about $181 billion. 

Table 10. Market value of securities on loan, program wide (six of seven banks provided 
information, direct and indirect securities lending) 



Types and Sizes of Plans Serviced by Banks 

Six of the seven banks we surveyed provided direct securities lending services to defined 
contribution, defined benefit and other retirement plans in 2010. The one bank that did not 
provide these services did provide such services to retirement plans during the period of 2006 
through 2008. 

In 2010, these six banks provided securities lending services to a total of 570 retirement 
plans (defined benefit, defined contribution and other retirement plans) (Table 1 1) and these 
plans had a total asset size of about $ 1 .3 trillion (Table 12). The average number of retirement 
plans per bank that were provided securities lending services was 95 plans in 20 10. The range in 
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2010 included one bank that provided securities lending services to 259 plans - and one bank 
that provided services to just four plans. 

Table 1 1 . Number of defined benefit, defined contribution and other retirement plans for 
which each bank provided direct securities lending services 



Table 12. Asset size of defined benefit, defined contribution and other retirement plans 
for which each bank provides direct securities lending services 


(billions) 

2006 

2007 

2008 

2009 

2010 

sum 

$1,585.3 

$1,671.4 

$1,133.9 

$1,213.5 

$1,260.1 

average 

$396.3 

$417.8 

$283.5 

$303.4 

$252.0 

maximum 

$723.1 

$742.9 

$554.1 

$604.3 

$594.8 

minimum 

$17.2 

$17.3 

$14.4 

$21.7 

$10.4 


Five of the seven banks surveyed provide direct securities lending services to defined 
contribution plans. The total number of defined contribution plans that these banks provided 
securities lending services to was 48 in 2010, with the average number of plans per bank being 
9.6 (Table 13). The total asset size of all of the defined contribution plans directly serviced by 
these banks in 2010 was nearly $38 billion (Table 14). 
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Table 13. Number of defined contribution plans for which each bank provides direct 
securities lending services 



2006 

2007 

2008 

2009 

2010 

sum 

56 

57 

55 

50 

48 

average 

11.2 

11.4 

11 

10 

9.6 

maximum 

19 

19 

18 

19 

17 

minimum 

1 

2 

2 

3 

3 


Table 14. Asset size of the defined contribution plans for which each bank provided 
direct securities lending services 


(billions) 

2006 

2007 

2008 

2009 

2010 

sum 

$47.9 

$52.0 

$41.1 

$51.4 

$37.7 

average 

$12.0 

$13.0 

$10.3 

$12.9 

$9.4 

maximum 

$16.6 

$17.4 

$11.5 

$17.2 

$16.0 

minimum 

$5.5 

$8.5 

$9.1 

$10.8 

$0.5 


In terms of defined benefit plans, six of the seven banks surveyed currently provide direct 
securities lending services to these plans. The total number of defined benefit plans that these 
banks provided services to was 5 1 8 in 20 1 0, with the average number of plans per bank being 
about 86.3 (Table 1 5). The total asset size of all of the defined benefit plans directly serviced by 
these banks in 2010 was about $1.2 trillion (Table 16). 

Table 15. Number of defined benefit plans for which each bank provides direct securities 
lending services 



2006 

2007 

2008 

2009 

2010 

sum 

646 

684 

671 

612 

518 

average 

129.2 

136.8 

134.2 

122.4 

86.3 

maximum 

243 

258 

268 

25^ 

247 

minimum 

73 

77 

73 

64 

4 
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Table 1 6. Asset size of the deflned benefit plans for which each bank provides direct 
securities lending serc'ices 


(billions) 

2006 

2007 

2008 

2009 

2010 

sum 

$1,503.6 

$1,585.3 

$1,073.8 

$1,143.7 

$1,208.1 

average 

$375.9 

$396.3 

$268.5 

$285.9 

$241.6 

maximum 

$683.8 

$705.5 

$526.0 

$568.6 

$564.4 

minimum 

$5.1 

$5.2 

$3.9 

$9.3 

$9.9 


It should be noted that most of the banks we surv'eyed only provided data on the 
retirement plans to which they provide direct securities lending services. Most banks did not 
provide information on their indirect securities lending business in the retirement plan market. 
For example, many banks provide securities lending services to some of its pooled funds in 
which defined contribution plans and defined benefit plans may invest. Therefore, the above 
data is only one segment of the securities lending business in the retirement plan market. 

Withdrawal Restrictions 

Three of the seven banks we surveyed restricted defined contribution and defined benefit 
plans from exiting funds that engaged in securities lending. These restrictions began in the fall 
of 2008. One bank reported that all restrictions have now ended. Another bank reported that 
most of the restrictions have been removed; however, withdrawals continue to be subject to a 
determination as to whether there is sufficient liquidity to allow the withdrawals to be processed 
entirely in cash. The third bank removed some of the restrictions at different times but it appears 
that the final restrictions were removed in January 2011. 

The rationale behind the withdrawal restrictions was similar between the three banks. 

One bank stated that it instituted the restrictions to protect its securities lending clients in the face 
of unprecedented market conditions. This bank stated that it had instituted its “safeguards” to 
forestall the possibility of a run on the collateral pools in which exiting clients would use up all 
of the available liquidity, leaving the remaining clients with assets that could only be sold (if at 
all) at “firesale” prices. Another bank similarly stated that it implemented restrictions in 
response to illiquidity in the market for fixed income securities, sharply declining equity 
markets, and borrower deleveraging. 

In terras of the types of restrictions, one bank stated that withdrawal restrictions were 
only triggered if employers chose to exit securities lending within their plans. Under the 
restrictions, employers were only permitted to take in-kind (rather than cash) distributions, which 
included employer’s shares of both liquid and illiquid assets in the applicable cash collateral 
pool. In addition to in-kind distributions, this bank also provided employers with the option of 
participating in a staged withdrawal program (e.g., gradually reducing their loan balance over a 
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period of time). Another bank only permitted employers to withdraw a maximum percentage of 
between two percent and four percent per month of the value of its interest in the fund. 

In terms of participant withdrawal restrictions, one of the three banks stated that all 
transactions requested by participants in 401(k) plans were processed in the normal course. 
Another of the three banks notified their employer clients that to the extent that the bank 
observed a volume of participant-directed withdrawal activity from any plan or plans that it 
believed to be out of the ordinary course and detrimental to the liquidity of the bank’s cash 
collateral pools, the bank could apply the plan-level withdrawal restrictions to participants. This 
bank did not state what level of participant-directed withdrawal activity would trigger these 
restrictions. However, it appears from the bank’s response that they never triggered these 
restrictions. 

Cash Contributions to Cash Collateral Pools 

In response to cash collateral losses during the financial crisis, three of the seven banks 
surveyed made cash contributions to cash collateral pools that contained defined contribution and 
defined benefit plan assets. One of the banks made a one-time $330 million cash contribution 
and another bank made a one-time payment of S 1 50 million. These banks made clear in their 
responses that they were not required to make these cash contributions but did so voluntarily. In 
addition to cash contributions, two of the three banks stated that they also purchased securities 
from certain cash collateral pools. For example, one of the banks purchased four securities from 
one of their collateral vehicles for a total purchase price of approximately $ 1 1 3 million. And one 
of the banks stated that it reduced its fee split for a period of time to increase the securities 
lending revenue that its retirement plan clients received. 

Range of Revenue Sharing Arrangements and Other Costs 

In the case of securities lending with cash collateral within retirement plans, participants 
and plans bear the ultimate risk of loss from the cash collateral pool investments. Securities 
lending agents generally do not reimburse the plan or plan participants for losses that the cash 
collateral reinvestment pool may suffer. However, in the event that there are gains from the 
investments of the cash collateral pool, plans and participants generally share the gain with 
securities lending service providers, including broker-dealers and securities lending agents. The 
information we received from the surveyed banks is generally consistent with these conclusions. 

For the seven banks we surveyed, the amount that the lender (e.g., a retirement plan) 
receives from the fee split or revenue split for securities lending ranges from 60 percent to 100 
percent. That means the bank share ranges from zero to 40 percent. Furthermore, one bank 
pointed out that it is industry practice for compensating securities lending agents that the lending 
agent receives no compensation for its serx'ices when there are no positive net revenues from the 
cash collateral reinvestment activities. 

Other types of costs paid to third parties in a tyfpical securities lending transaction include 
cash collateral pool manager fees. These fees may include investment management, 
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administration and custody fees for the collateral pool. These fees range from one to six basis 
points of assets under management. Five of the seven banks indicated that they do not always 
charge clients an investment management fee for the cash collateral pool. However, one bank 
indicated that it recovered certain out-of-pocket costs it incurred, including transaction 
accounting and reporting expenses, auditing fees, brokerage fees and other commissions. 

Rebates 


The surveyed banks also indentified rebates as an additional cost to lenders, including 
retirement plans, within securities lending transactions, A rebate is the portion of the return 
earned on the cash collateral reinvestment that is paid to the broker-dealer. This payment is 
made because the broker-dealer would have earned a short-term rate of return on the cash had 
they held on to it themselves. The greater the demand for the security being lent, the lower the 
rebate paid to the borrower. Securities that have an extremely high borrowing demand can 
obtain “negative” rebates, requiring the borrower to not only pledge cash, but also pay a fee to 
the lender. 

In 2009, the total amount of rebates paid by surveyed banks for all of their retirement 
plan business was about $70.4 million. Note that the minimum in total rebates paid by one of the 
banks in 2009 was negative $29,6 million. That means that this bank must have received a 
significant number of negative rebates (Table 1 7). 

Table 17. Total amount paid/received in rebates for all retirement plans 


(millions) 

2006 

2007 

2008 

2009 

sum 

$15,497.9 

$18,236.1 

$6,456.8 

$70.4 

average 

$3,099.6 

$3,647.2 

$1,291.4 

$11.7 

maximum 

$5,854.4 

$7,021.3 

$2,496.5 

$54.7 

minimum 

$1,916.2 

$2,232.5 

$705,0 

($29 6) 


In 2009, the total amount of rebates paid for defined contribution plans that participated 
in securities lending by the banks was about $1 1 .3 million - and for defined benefit plans it was 
$61.2 million. The average amount paid in rebates for defined contribution plans by each bank 
for 2009 was $2.3 million - for defined benefit plans, it was $10,2 million (Tables 18 and 19). 
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Table 1 8. Total amount paid/received in rebates for defined contribution plans by 
surveyed banks 


(millions) 

2006 

2007 

2008 

2009 

sum 

$796.9 

$936.4 

$349.5 

$11.3 

average 

$159.4 

$187.3 

$69.9 

$2.3 

maximum 

$441.6 

$522.1 

$157.7 

$9.1 

minimum 

$44.1 

$43.7 

$15.2 

($ 0 , 5 ) 


Table 19. Total amount paid/received in rebates for defined benefit plans by surveyed 

banks 


(millions) 

2006 

2007 

2008 

2009 

sum 

$14,506.4 

$17,014.2 

$6,003.0 

$61.2 

average 

$2,901,3 

$3,402.8 

$1,200.6 

$10.2 

maximum 

$5,610.4 

$6,680.9 

$2,323.6 

$54.1 

minimum 

$1,474.6 

$1,710.4 

$564.0 

($30.0) 


Recommendations 


As a result of our investigation into securities lending practices, the Committee makes the 
following recommendations. 

Employers Should Increase their Knowledge of Securities Lending within their Defined 
Contribution Retirement Plans 

The Committee found through its investigation and discussions with industry experts and 
stakeholders that many employers that sponsor defined contribution retirement plans do not 
know whether the investment options in their plans engage in securities lending. For those that 
did, they understood the benefits of these transactions, but many were not aware of the risks 
involved with securities lending and in particular, the risks associated with the cash collateral 
reinvestment portion of their service providers’ securities lending programs. 

This is alarming, as employers are required understand whether their plans engage in 
securities lending and the consequences of such engagement to meet their fiduciary 
responsibilities under ERISA. The Committee thinks it is important for all employers (small and 
large) to, at a minimum, know the answers to the following questions; 
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• Are the investment options in my defined contribution retirement plan{s) engaged in 

securities lending? 

• If the answer is yes, for each investment option engaged in securities lending: 

o What is the percentage of underlying assets that are being lent out? 

o In exchange for the loan, does the plan’s service provider receive cash collateral 
(or collateral in another form)? 

o If cash collateral, what is the cash reinvested in and what are the returns (gains 
and losses) on such investments? How are the gains and losses divided between 
the plan/participants and the service providers? What fees do the plan service 
provider, the broker dealer, the cash collateral pool manager and the securities 
lending agent receive? 

Participants Should be Given Information about Securities Lending within their Defined 
Contribution Retirement Plan Investment Options 

To satisfy their responsibilities under ERISA, plan sponsors should provide participants 
with sufficient information for them to make informed decisions about the investment options 
within their defined contribution plans. Although securities lending is a complicated topic, 
participants should be provided with easy to understand information and tools about securities 
lending and cash collateral reinvestment and the benefits and risks associated with the practice, 
including the potential for withdrawal restrictions. 

The Department of Labor Should Issue Guidance to Employers on Securities Lending 
Practices within Qualified Retirement Plans 

To help employers comply with their fiduciary responsibilities, the Committee 
recommends that the Labor Department develop basic information and tools for employers on 
securities lending within qualified retirement plans. Such information should alert employers to 
the benefits and risks involved with securities lending, including those related to securities 
lending with cash collateral reinvestment. The Labor Department also should provide plans 
sponsors with guidance on the types of information they should seek from their service providers 
about securities lending and cash collateral reinvesiment within retirement plans. 

Companies in the Business of Securities Lending Should Report Information about their 
Businesses Practices 

Currently, there is no comprehensive, public data available about securities lending, 
including securities lending within the qualified retirement plan market. Although this is a 
common practice in retirement plans, this Committee had to directly survey plans sponsors and 
banks. Companies in the business of securities lending should be required to report information 
on such practices to the Securities and Exchange Commission and bank regulators. Such 
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disclosures should include information on the cash collateral reinvestment portion of such 
companies’ securities lending programs. Sponsors of qualified retirement plans that engage in 
securities lending also should be required to report basic information on securities lending within 
their plans to the Department of Labor. 
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ING 



April 1,2011 


Senator Herbert Kohl 

Chairman, Senate Special Committee on Aging 
G3 1 Dirksen Senate Office Building 
Washington, D.C. 20510 

Senator Robert Corker 

Ranking Member, Senate Special Committee on Aging 
031 Dirksen Senate Office Building 
Washington, D.C. 20510 


Dear Senators Kohl and Corker; 

ING Insurance-US appreciates the opportunity to submit its views on securities 
lending practices and activities in the markets generally, including with respect to 401(k) 
plans and other pension plans. We commend the Special Committee and others for the 
consideration given to this important area. 

In the U.S., the ING family of companies offer a comprehensive array of financial 
services to retail and institutional clients, which includes life insurance, retirement plans, 
mutual funds, managed accounts, alternative investments, institutional investment 
management, annuities, employee benefits and financial planning. ING holds top-tier 
rankings in key U.S. markets, serves nearly 22 million customers across the nation, and 
employs approximately 8,500 people. 

ING Insurance-US and its subsidiaries participate in securities lending activities 
primarily in the following ways. First, the assets of various insurance company general 
accounts may be lent through securities lending agent banks in order to increase returns, 
provide liquidity or reduce expenses. Second, with client or fund consent and approval, the 
asset management subsidiaries of ING Insurance-US may establish relationships with 
lending agents to lend securities on behalf of investment companies and other advisory 
clients. Finally, to the extent that accounts or funds may engage in short sales, these 
accounts or funds may borrow securities through broker-dealers who are able to obtain 
them through securities lending relationships with a myriad of lenders. 

Benefits of Securities Lending 

As a lender of securities (out of the general account), as an asset manager for 
accounts or funds that lend securities, and as a borrower either directly or for client 
accounts and funds, we have found that when conducted prudently and with appropriate 
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internal oversight, securities lending can provide significant economic benefits. For 
example, while the demand to borrow particular securities — and thus the economics of any 
given transaction — will differ, we estimate that on average a typical lending account or 
fund may see a return of several basis points over the course of a year. In an intensely 
competitive investment market, these additional returns can help funds and accounts 
achieve their investment targets and goals. In particular, index-based and other quantitative 
funds, which may have low portfolio turnovers and low fees and which are a popular 
alternative in 401(k) plans, can especially benefit from securities lending since their 
relatively stable portfolios are attractive to borrowers (as a result of the reduced likelihood 
of a security’s recall due to a sale) and the returns from securities lending help them 
minimize potential tracking error versus their benchmark. 

Aside from the immediate benefits noted above that accrue to accounts and funds 
engaged in securities lending, all funds and accounts benefit indirectly insofar as a well- 
functioning securities lending market enhances the efficiency of the trading markets 
overall. First, although for years there has been an ongoing debate about the advantages 
and disadvantages of short selling, few would dispute that in many cases short sellers are 
critical to the market's price discovery function; securities lending helps this segment of 
the market serve its essential function. Second, securities lending allows many transactions 
to be settled without a “fail;” in essence, where a seller of a security for some reason cannot 
deliver the security at settlement, its broker-dealer can borrow the security to complete the 
trade. Without a robust securities lending market, there would likely be substantially more 
“failed” transactions; over time, these market inefficiencies add costs to all participants in 
the market, including accounts and funds that do not lend out securities. 

Compensation Structure 

Recent reports and hearings have focused on the compensation framework of “cash 
collateral” securities lending arrangements, which is the most common version of securities 
lending.' In a typical securities lending arrangement with cash collateral, the lending agent 
reinvests the cash collateral received from the borrower and, after paying the borrower an 
agreed-upon rebate, retains a portion for its services and passes along the balance to the 
lending fund or account. 

Although ING Insurance-US is primarily a lender or borrower, either directly or for 
client accounts or funds, and thus does not typically earn revenues in a lending agent 
capacity, we nonetheless believe that any proposal to require changes to the compensation 
framework of securities lending arrangements may prove to be counterproductive and 
should be considered very carefully and, if pursued, done so with extreme caution. 


' The other, albeit less frequent, securities lending arrangement is known as a “bonds borrowed” arrangement, 
whereby the borrower posts securities-instead of cash-as collateral and pays a fee to the lender. Unlike cash 
collateral arrangements, a “bonds borrowed” arrangement generally does not entail reinvestment risk of the 
collateral. 
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The securities lending industry is intensely competitive and the basic compensation 
framework has been tried, tested and refined over decades. While lenders may have lost 
money on the reinvestment of cash collateral during financial crises, these situations have 
been extremely infrequent and typically result more from the general market turmoil than 
from the structure of the compensation; the best corrective is usually more carefully 
tailored and monitored reinvestment guidelines. By and large, the compensation framework 
in place for securities lending arrangements has worked well to foster an efficient and 
competitive market providing benefits to lenders, agents and borrowers. 

Furthermore, the compensation structure of securities lending arrangements cannot 
be viewed in isolation; rather, securities lending arrangements are often but one component 
of a broader service relationship. For example, the lending agent is often also the custodian 
or trustee for a fund, plan or account. Given the competitive market for custody and other 
services, the custody fee negotiated often takes into account the split on the securities 
lending revenues that the agent bank will earn; in other words, without the securities 
lending arrangement, the custody fee negotiated for a particular fund or account may end 
up being higher. Given the highly competitive nature of this market, mandating a revision 
to the economic structure of securities lending economics at one point may lead to 
unanticipated and undesired consequences at other points. 

Transparency and Disclosure 

Another concern raised has been whether plans and 401(k) participants are 
adequately informed of the risks in securities lending arrangements, including those 
relating to potential restrictions on withdrawal. To the extent evidence suggests that the 
information about securities lending arrangements is inadequate or confusing, either in 
general or with respect to a particular account or fund, we believe it is appropriate to 
consider practical means of addressing perceived deficiencies. We agree with Senator 
Corker’s remarks at the recent hearing on this topic, however, that more disclosures do not 
necessarily equate with better disclosures. 

There are many proposed alternatives and approaches to achieving enhanced 
disclosure. At this stage, it is too early to assess which hold the most promise. However, 
we believe it is useful to keep in mind the respective roles and capacities of a plan’s named 
fiduciaries and the plan’s participants. By its nature, a plan’s named fiduciary will likely 
be in a much better position than a plan participant to consider and evaluate detailed 
information about the securities lending activities the plan’s investment alternatives may 
engage in. While it may be desirable to enhance the disclosure to plan participants that 
various 401(k) investment alternatives engaging in securities lending may entail additional 
risks, we believe that the named fiduciary will be in a far better position to assess and 
monitor the securities lending activities engaged in by accounts or funds included in a 
401 (k) menu. 
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Wc hope this information will prove helpful to the Special Committee as it 
considers this important issue and, if it has any questions or would like additional 
information, we would be pleased to provide it. 


Sincerely, 

ft 

Jf/,' 






Gerald T. Lins 
General Counsel 

ING Investment Management-US 
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